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Ethical Problems Of Tax Practitioners 
Transcript of Tax Law Review’s 1952 Banquet 


EpMoNpD CAHN: WE cOoME now to the main business of this evening, and 
we were cautioned last year by Dean Niles * not to allow the subject to be 
treated lightly or facetiously. It is one that I think no one present is dis- 
posed to treat that way. I think that we all feel deeply concerned and, to 
some extent, unhappy over the subject which we are met to discuss. 

The problem of a departure from ethical standards has always been 
with us. It is not new in our generation. 

A current example of it (outside the field of taxation) which makes 
excellent reading is Chief Justice Arthur Vanderbilt's opinion in Driscoll 
v. Burlington-Bristol Bridge Co.’ It is interesting to compare that case, 
which reads like a detective story in which the miscreants are brought to 
justice in the final chapter, with something that I am going to read to you 
from a decision some seventy-five years old, a unanimous opinion of the 
United States Supreme Court, Trist v. Child,* delivered in the October 
Term 1874 by Mr. Justice Swayne. He says: 


The foundation of a republic is the virtue of its citizens. They are at once 
sovereigns and subjects. As the foundation is undermined, the structure is 
weakened. When it is destroyed, the fabric must fall. Such is the voice of 
universal history. The theory of our government is, that all public stations 
are trusts, and that those clothed with them are to be animated in the dis- 
charge of their duties solely by considerations of right, justice, and the public 
good. They are never to descend to a lower plane. But there is a correlative 
duty resting upon the citizen. In his intercourse with those in authority, 
whether executive or legislative, touching the performance of their functions, 
he is bound to exhibit truth, frankness, and integrity. Any departure from 
the line of rectitude in such cases, is not only bad in morals, but involves a 
public wrong. No people can have any higher public interest, except the 
preservation of their liberties, than integrity in the administration of their 
government in all its departments. 


That part read as though it were written yesterday. 
But, in order to show this picture in full contrast and to underline the 
virulence of the present situation, let me read this further statement : 


If any of the great corporations of the country were to hire adventurers who 
make market of themselves in this way, to procure the passage of a general 


1 See 7 Tax L. Rev. at 17 (1951). 
28 N.J. 433 (1952). 
388 U.S. 441 (1874). 
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law with a view to the promotion of their private interests, the moral sense 
of every right-minded man would instinctively denounce the employer and 
employed as steeped in corruption, and the employment as infamous. 

If the instances were numerous, open and tolerated, they would be regarded 
as measuring the decay of the public morals and the degeneracy of the times. 
No prophetic spirit would be needed to foretell the consequences near at hand. 


As you know, this subject matter is one of peculiar interest to me, 
because I approach it in two capacities: as a student of the philosophy of 
law and as editor of the Tax Law Review. I have tried to understand 
what the causes are in our times that have worked for this degeneracy of 
morals in government and on the part of citizens dealing with government. 

As a philosopher it was my first reaction that possibly the skepticism 
of the past two generations had undermined moral fabric; but then I 
remembered that it was the greatest skeptic of them all who had said these 
famous words: “Men must turn square corners when they deal with the 
Government.” * 

I think, rather, that the basic cause of this pestilence is the conformism 
that characterizes our society: the obsessive need to be like everyone else, 
to have the same possessions as everyone else, to follow the same pattern 
in the pursuit of material goods. I believe we have lost much of the in- 
dividuality in action and in expression in our society, and also the sense 
of moral responsibility that came from that individuality in the past. 

One of the things that is conspicuously changed in our society is the ab- 
sence of cranks. We don’t have enough cranks. This conformism involves 
keeping up with the Joneses in terms of possessions and keeping down with 
the Joneses in terms of morals. From the standpoint of the bar, it involves 
those things particularly with relation to the mercantile community. In 
respect of morals there are lawyers who have become what the communists 
have always said the lawyers were in a capitalist society : with characteristic 
politeness, they have called us “jackals of the bourgeoisie.”” Lawyers may 
become worthy of the compliment if all they desire is to participate in the 
same standards as their mercantile neighbors, live the same lives, obtain 
for their wives the same type of coats, and ride around in the same 
automobiles. 

In short, with respect to a capacity to distinguish in ethical matters, we 
may be fast losing our status as a profession and becoming nothing more 
than skilled merchant-clerks. 


Here we have a good illustration of the risks one incurs in using a quotation in the 
course of extemporaneous remarks. I quoted Holmes accurately but out of context: he 
was referring only to strict compliance with formal statutory conditions attached to the 
Government’s consent to be sued. Rock Island R.R. v. United States, 254 U.S. 141, 143 
(1920). I feel confident, however, that Holmes would approve my wider application of 
his aphorism. 
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There are heavy guilts on both the law schools and the bar in this 
connection. I believe that within limits, even in a society as corrupt, as 
avaricious, as unscrupulous as our society seems to have become, there are 
real things that can be accomplished to overcome this trend and to bring 
about a bar which will have a sense of moral responsibility and will hold 
itself up as a sort of civic nobility, which is, as I see it, our duty and our 
role. 

From the standpoint of the law schools, I think everything that we can 
do must be done during the impressionable period of the beginning of the 
study of law. I believe further that that must not be done merely by 
precept or by preaching “thou shalt nots” to young men. 

I think the same thing applies with respect to the bar. The second 
impressionable period in a young lawyer’s life is when he gets out of law 
school and first enters a law office and has association with an older man. 
The opportunity arises then to teach him things that are rather more 
important in the long run than the latest provision of the Civil Practice 
Act or the Federal Rules or the Internal Revenue Code, things in a code 
which is considerably older and which he will ultimately need more. 

Nothing is more impressive to him than the example of the man who is 
where he expects to be a few years hence, or at least hopes to be. Here 
again, I think, it is not a matter of precept but of the living example of the 
older man. 

Let me give an illustration of that. 

About thirty years ago my father came home one night and was in an 
obviously happy mood. When he was happy, he showed it in a stereotyped 
fashion: He had a rich, resonant voice and he knew only one song, and 
it was to the effect that he “stood on the bridge at midnight when the 
clock was striking the hour.” He could accompany himself on the Stein- 
way to this song, but only in chords, and he would sit there and throw 
his head back, the way you feel when you are in the shower, and let out 
his exuberance, and then, after he had sung this song, he would go mix 
himself the very best of Sazerac cocktails. 

Observing this, I asked him whether he had won a particularly good 
case that day. He rubbed his hands together and said, “I won the biggest 
case a lawyer can win. I threw a rich client out of my office for asking me 
to do something wrong.” 

You can imagine what that meant to a sixteen-year-old boy who hoped 
to become a lawyer, and I looked forward to the day when I could have 
that same thrill. Unfortunately, for years after I began to practice law, no 
rich client ever asked me to do anything wrong. Then, after the lapse of 
some time, they started, once in a while, asking me to do something wrong, 
but the first nine or so of them conformed obediently when I told them 
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they couldn’t do that and indicated the proper thing to do. I had to wait for 
the tenth rich man who wanted to do something wrong before I succeeded 
in throwing him out of the office and having the belated celebration. 

But I want to say that in the meantime there must have been half a dozen 
not-so-rich men who had to be thrown out for the same reason. 

It is interesting when you read the great figures in the literature of our 
profession that they virtually never mention the subject of professional 
dishonesty. You don’t find that sort of thing in their writings, and the 
reason for it is not so much that they are trying to hide it from their public, 
nor is it so much that no one ever attempted improperly to influence, say, 
Learned Hand’s opinions; it is rather that the profession has held for 
them so many non-pecuniary satisfactions, satisfactions having to do with 
public service, culture, the advancement of justice, scholarship, and law 
reform and bar-association activities, that they have kept their eyes on 
those concerns, and so the pecuniary side has become secondary and has 
been pretty much taken for granted in their thinking as legitimate but not 
central. 

I believe that that is a way and the only way that we in the schools and 
the law offices can guide young men as their mentors into becoming the 
kind of lawyers we have had in the past: Not by telling them, “You must 
not do this.” “Why must I not?” If you have nothing else to offer but 
the type of picture that prevails in a merchant’s establishment, your only 
answer will be, “Because you will be caught.” That then becomes not a 
matter of honesty but of prudencé and self-preservation. But if you have 
the kind of vision of the profession in which it is possible for a man to 
obtain these other satisfactions I have talked about, I believe it is very 
easy to make him see that what you ask him not to do is something that 
is incompatible with these other ends—not incompatible with his safety, 
but incompatible with his act of self-dedication in becoming a lawyer, 
and the causes he is supposed to serve. 

In short—and I think it is high time I became short—I submit that 
these days the very possibility of the honest lawyer is directly dependent 
on the possibility of a lawyer who is making more than a living out of the 
profession, but is building in it a life. 

With these introductory comments, I think we can move on to our for: 
papers. 


Ethical Problems in Office Counselling 
JeroME R. HELLERSTEIN 


The word “ethics,” which is derived from the Greek, has a broader 
significance than the related Greek term “ethos,’’ meaning ‘‘customs.” 
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The term ethics embraces not only the mores of the community, but more 
than that, its morals. Legal ethics, therefore, refer not merely to custom- 
ary standards of conduct of the legal community, but also to the principles 
by which that conduct ought to be governed. This distinction between 
mores and morals, between what is and what ought to be, is basic to a dy- 
namic philosophy of ethics.* For morals influence mores, just as mores 
influence morals. 

Nor is ethics to be equated with the law. The standards of conduct im- 
posed by law may or may not be in conformity with our ethical standards. 
The law to a large measure falls short of the moral standards by which 
we evaluate our conduct. And certainly, that is true of the legal community 
in the practice of its profession, for we are dedicated to a code of ethics 
which transcends the code of law.? Hence I start with the premise that by 
legal ethics we mean not merely the customary conduct of the bar, or the 
requirements of law, but a code of conduct setting higher moral standards. 

To suggest the contours of an acceptable system of ethics by which to 
guide the conduct of a tax practitioner in the area of office counselling, I 
should like to set out several types of ethical problems which recur day by 
day in tax practice. 

1. Fraudulent, illegal acts participated in by the tax lawyer. A client 
comes into your office on January 10, 1952 and informs you that he would 
like to sell his boat to a friend. Inquiry reveals that he will have a taxable 
gain and that had the boat been sold in 1951, the client could have offset 
the gain against a capital loss carry-over from 1946. The client says, 
“That’s easy. Just date the documents of sale December 28, 1951, and I'll 
report the gain in my 1951 return.” 

What should you do? This is an illegal and a fraudulent act, which if 
carried out would constitute tax evasion. Generally speaking, the mem- 
bers of the tax bar would, I think, refuse to pre-date or mis-date documents 
and would lend no assistance to such fraudulent conduct. 

The principle of ethics which I deduce from this illustration—a princi- 
ple to which I think there would be universal assent in theory and wide- 
spread acceptance in practice—is this: Jt is unethical for a tax lawyer to 
draw legal documents or otherwise give advice, as a result of which, by 


1 Dean Pound has drawn a similar distinction between the term “morality,” as referring 
to a body of accepted conduct, and the term “morals,” as referring to a system of ideal 
precepts as to conduct. Law and Morals, Jurisprudence and Ethics, 23 N. Car. L. Rev. 
185 (1945). 

2 James, in THE PROFESSIONAL IDEALS OF THE LAWYER 4 (1925), quotes Henry Wade 
Rogers as saying: 


“A lawyer is unworthy of membership in the profession who would regulate his 
conduct solely according to what the law permits rather an what morality and 
honor require.” 
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deliberate misrepresentation of facts or circumstances, tax evasion will 
result. 

Let us now vary the case. Your client asks you to review its position 
under section 102. After examining the facts, you are worried about the 
case, but find the client unwilling to pay a substantial dividend. You rec- 
ommend the consideration of plans for expansion and a review of inven- 
tory needs, of working capital and future contingencies. The corporate 
officers are unwilling to undertake or to commit the corporation to any 
serious expansion. By carefully chosen questions, you find that the officers 
are not unwilling to have a report prepared directing that steps looking 
toward expansion be taken, or to have a corporate record made that the 
inventory and working capital are too low for its current, and especially 
for anticipated needs—though far in excess of any such needs in the cor- 
poration’s history. Passing the question as to whether it is good tax advice 
to draw such a resolution or to have such a report made to the Board of 
Directors, is it ethical for you to recommend such a course or to draw the 
resolution or to assist in preparing the report? I am assuming a factual 
situation which will not always but will often be the case, that is, put in 
its best light, you will be exaggerating and overstating the facts in an 
effort to suggest serious consideration of expansion which is not intended, 
and to give an aprearance of cash needs which you and your client know 
do not exist. Does this case differ in essence from pre-dating the bill of 
sale for the boat? I think not, except perhaps in the obviousness of the 
distortion of facts and in our use of self-deception in order to persuade 
ourselves that we are not misstating the facts or seeking to mislead the 
Treasury. 

There are numerous illustrations of the same type of problem, which 
arise day in and day out to plague the tax practitioner. In trying to avoid 
the Court Holding Company case and fall within Cumberland Public Serv- 
ice, should you recite in the contract of sale that the seller desired to sell 
only stock and the purchaser refused to buy stock but demanded a sale of 
assets, when you know that the deal was strictly a simple sale of assets 
until the clients came to you and were apprised of the tax problem? Or 
take the problem of allocating a lump-sum purchase price of a business to 
machinery, inventory, and good-will in a case where you know aid the 
partics know that good-will is a substantial factor of value. Are you jusa- 
fied in recommending an allocation of a nominal amount to good-will and 
a correspondingly larger amount to machinery in order to increase the pur- 
chaser’s depreciation base and in drawing the contract so as to recite such 
an allocation? Or take the all-important area of particular concern to the 
accountants but on which the lawyers are increasingly encroaching—the 
matter of how transactions should be recorded in the taxpayer’s books of 
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account. Are we justified in advising the client to bury in an expense ac- 
count an item which is indisputably a capital expenditure and if properly 
recorded would have to be amortized over a long period, whereas the client 
desires an ordinary expense deduction ? 

In principle, I can find no justification for regarding the section 102 
case, the Court Holding Company problem, the allocation problem, and 
the misleading accounting—on the facts which I have stated—as anything 
less than a fraud on the fisc, a violation of law, and an attempt by the tax- 
payer and his counsel to evade taxes. My guess is that this type of tax 
fraud is widely encouraged and indulged in by tax practitioners who would 
be horrified at the thought of pre-dating corporate minutes or a contract 
of sale. 

2. Advice as to unwarranted deductions. The second type of ethical 
problem presented to the tax practitioner which I should like to consider 
may be illustrated by the following example. Your client Brown, an officer 
of a small, closely-held corporation, informs you that his neighbor Jones, 
similarly occupied, told him that for years he has had his personal car, 
which is never used for the business, purchased, owned, serviced, and in- 
sured by his corporation, and that the Bureau has never questioned the 
item. “If Jones can do it, why can’t I?” asks Brown. Jones, like Brown, 
is known as a fine, upstanding citizen, who makes generous contributions 
to deductible charities. I take it that most members of the tax bar would 
not hesitate to tell Brown that such a practice would be a tax fraud and 
urge him to have nothing to do with it. The reason for this result is this: 
It is unethical for a tax lawyer to advise his client to take admittedly unau- 
thorized deductions or to exclude income which is incontrovertibly taxable. 

Let us vary the illustration. Brown tells you that Jones gets a $5,000-a- 
year flat allowance from his corporation for unreimbursed entertainment 
and business expenses, which he does not report as income. “Why can’t I 
do that?” asks Brown. On examination you find that a $500 allowance 
would be a generous provision for all Brown’s unreimbursed business ex- 
penses. Should you admonish Brown in the same way as you would in 
the case of the car, that this would be fraudulent and an evasion of the 
law? I am fearful that many of our brethren would advise Brown that, 
while as a matter of law he is required to prove the actual expenditures, as 
a practical matter, it is a good tax-saving scheme ; that maybe $5,000 is too 
high, perhaps it ought to be $4,000; that even if his return should be 
examined, he has a pretty fair chance of settling for perhaps half the 
amount in question. Yet, is there any difference between the expense 
allowance case, on the facts which I have stated, and the automobile case, 
other than the difference in the likelihood of being caught at the fraud, the 
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greater difficulty of proof? Ethical standards cannot properly be made to 
yield to the difficulties of proof of misdeed. 

In dealing with the type of problem under discussion, we delude our- 
selves into believing that the facts justify the results desired by the clients. 
To still our consciences, we suddenly lose our great skill in developing the 
facts. This, I fear, is one of the weakest points in our moral armor. In 
this connection, a statement in the Canons of Ethics deserves quotation. 


No client, corporate or individual, however powerful, nor any cause, civil or 
political, however important, is entitled to receive nor should any lawyer 
render any service or advice involving disloyalty to the law, whose ministers 
we are... .° 


3. Resolving questions of law in the taxpayer's favor. The third and 
last category of problems which I should like to discuss is perhaps the most 
troublesome one of all. To illustrate, your client is the settlor of a trust 
which you are fearful may be taxable to him under the Clifford doctrine 
and regulations, but the question is in doubt. Or a corporation has taken 
a deduction for interest payments on notes held pro rata by its stock- 
holders which, under the so-called thin incorporation doctrine, is highly 
questionable. In these cases you are reasonably clear that if the facts are 
brought to the Bureau’s attention, the Bureau will decide the issue ad- 
versely to the client, but you are not clear as to what the results will be in 
the courts. In these circumstances, do our ethics call for a full and fair 
disclosure? Should you recommend that the client in his return set forth 
the facts as to the Clifford issue or that the corporation call attention in its 
return to the circumstances as to thin incorporation, in such a manner 
that the issue will not be overlooked by the Bureau? The answer in prac- 
tice is, I think, in most cases, perfectly clear. Such disclosure is not re- 
quired and we go along hoping, with some anxiety but with no feeling of 
guilt, that the Revenue Agent will miss the item. In short, it is the ethic of 
the profession that: The tax practitioner does not regard it as his duty 
to recommend full and fair disclosure of the facts as to items questionable 
wn law. 

Let us generalize from these illustrations. We regard it as unethical to 
draw obviously and easily detected false documents which aid in tax eva- 
sion, but we are ready to play fast and loose with the facts in our doru- 
ments where we can put a semblance of truth on the false impressions we 
seek to create. We regard it as unethical to advise taking an obviously 
unwarranted deduction or to fail to include obviously taxable income, but 
where there is basis for a deduction, we have no compunction about en- 
couraging and advising an unwarranted expansion in amount. We regard 


3 Canon 32, Canons of Professional Ethics. 
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it as entirely proper to advise clients not to call attention to items of ex- 
clusion of income or to deductions which, as a matter of law, we have 
advised the client are highly doubtful. 

These, then, if I have correctly appraised the picture, are our mores and 
morals. Is this an acceptable ethic? I think the heart of our problem is in 
the ethical judgment we make as to the relations between the taxpayer and 
his government. If you think of the citizen’s relationship to his govern- 
ment as comparable as that of a plaintiff or a defendant to his adversary 
in a litigation, perhaps you can justify the absence of an ethical standard 
of full and fair disclosure, but even on that basis not the looseness with 
which we draw misleading contracts and resolutions, and advise as to 
swollen deductions or misleading accounting. But is that a proper stand- 
ard by which to conduct the citizen’s relations to his government in the 
taxing area? Does not the citizen owe his government and his neighbors 
the duty of paying his share of taxes as required by law? As ministers of 
the law, can we countenance or be accessory to an escape by taxpayers of 
their duty to their government ? 

By and large I suspect that the tax bar will merely echo the ethics of the 
business man and the taxpayer. If it’s “smart” to evade payment of one’s 
fair share of the tax load, if one is a “‘sucker’’ when he files a fair return 
making full disclosure, then I think that the tax bar, regarding itself as 
the handmaiden of the taxpayer, will largely use its skill and knowledge to 
make such practices successful. 

We have, therefore, a large task at hand if we are to conform the mores 
of the tax bar to acceptable moral standards. We must set out to do no 
less than to conform the tax mores of the general community to acceptable 
moral standards. Our task is to use our skill and experience and the great 
confidence which our clients repose in us—our advice, our writing, and our 
teaching—to improve the tax morality of the community. We are profes- 
sional men not mere hired hands. We have a tradition at the bar which 
has commanded respect and honor. We can have great impact on our 
clients and on the community generally. We must bring that influence to 
bear in order to develop in the community generally ethical standards 
which require full and fair disclosure by the taxpayer, which abhor fraud, 
whether obvious or cloaked in elegantly drawn documents or befuddled by 
the stretching of judgments or the magnifying of doubts.* This, I think, 
we owe to our Government and to ourselves. 


4“The only alternative to moral schizophrenia or chaos is the intellectual effort at the 
integration of human ideals which men have dubbed, reverently or contemptuously, moral 
philosophy or ethics or the science of values.” M. R. CoHEN anp F. S. Couen, READINGS 
IN JURISPRUDENCE AND LEGAL PuiLosopuy 595 (1951). See generally the chapter in this 
work on “Law and Ethics.” 
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Tuomas N. TarLeau: I hope you will give me a moment or two, before 
I go into my paper, to comment on the talk that you gave us, Mr. Chair- 
man, because it interested me and moved me profoundly. 

The scandals which we are all familiar with and which undoubtedly 
color the thinking of all of us today have moved me as profoundly as any- 
thing that has happened in my lifetime. Nevertheless, I felt somewhat 
taken aback by your feeling, which I may have misinterpreted, that we are 
living in a degenerate age, that we are behind our forefathers, that the 
practice of the tax law has gone down in ethical and moral standards com- 
pared to what it was a generation ago. 

My own belief is that that is not so. My own belief is that immorality 
and corruption in government can be illustrated in every age and in every 
generation from Francis Bacon to Martin Manton. I don’t believe that we 
are in a degenerate age. I believe we are in a more self-conscious age than 
those of our predecessors. That doesn’t relieve us from the responsibili- 
ties of living up to our ethical standards, but I only go through this vale 
of tears once, and I would hate to feel that I am dwelling with a group of 
persons who are in a society of practitioners that measure up less to their 
sense of duty and fitness than those of my father and grandfather. 

I profoundly feel that that is not so. I think that the current wave of 
dismay, justified as it is and needing cure as it does, should not blind us to 
our position in the long history of the practice of law. I think we have 
made advances. I think the setbacks that befall us every once in a while 
cause us greater concern each time that they happen. 

I don’t believe, therefore, that we should look upon ourselves as lower 
than our fathers, even though we are considerably lower than the angels. 


Ethical Problems in Dealing with Treasury Representatives 


Tuomas N. TARLEAU 


The ethical problems facing the tax practitioner in dealing with Treas- 
ury representatives are, of course, largely the same as those of any lawyer 
dealing with an adversary. The necessity for the avoidance of any false 
statement, misrepresentation, or trickery is as obvious here as in all other 
fields of legal practice. The conflict between the lawyer’s zeal as an advo- 
cate and his ethical responsibilities as a member of the bar is always pr¢o- 
ent. But there is another factor which cannot be overlooked. In dealing 
with the Treasury the lawyer is not only an advocate in an adversary pro- 
ceeding but he is dealing with the Department of whose Bar he is an en- 
rolled member. When the Treasury, through its Bureau representatives, 
asks for data and information pertaining to a case of a particular tax- 
payer, the Government is entitled to such information if it is pertinent to 
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the issue, and the lawyer assumes the responsibility for the accuracy of the 
information furnished. In arguing the legal merits from the information 
that is available, the lawyer can, of course, put the most favorable face on 
the facts. He is not bound to support interpretations of the facts which 
might help the Government, but is duty-bound not to conceal facts which 
are material to the issue which is being considered. In the ordinary case a 
lawyer is generally free to furnish his adversary facts or refuse to furnish 
them, depending upon the tactics of the case. This, of course, is one of the 
striking differences between the ordinary situation and the tax situation. 

The effect of the lawyer-client relationship on this problem creates cer- 
tain difficulties. For example, let us suppose that an individual claims on 
his return a deduction for depreciation with respect to certain property. 
Let us assume further that the Revenue Agent in his 30-day letter denics 
the deduction on the ground that the property was not held in the tax- 
payer’s trade or business but was inherited non-business property. The 
taxpayer’s lawyer, in his protest and in his hearings in the Agent’s office, 
is able to show that the inherited property was converted to a business use 
shortly after its inheritance ten years before the taxable year and that the 
property was rented or held out for rent for a considerable period. The 
taxpayer is also able to show the value on the date on which it was con- 
verted to a business use. The Treasury representative seems to be con- 
vinced and asks for some supporting information. In the course of the 
preparation of the supporting information, the lawyer learns for the first 
time that although the real estate is still held by the taxpayer the building 
upon which the depreciation is claimed was actually no longer in existence 
during the taxable year but had been torn down. Must the taxpayer’s 
lawyer disclose to the Agent that the depreciation should be disallowed 
because of other facts of which the Agent was not cognizant? This is an 
extreme case and, therefore, the answer is comparatively easy. I doubt 
whether anyone would disagree that unless the client permits disclosure of 
the full facts, the lawyer must withdraw from the case. 

The desire to present only the favorable facts and not the unfavorable 
ones, the desire to comply only with the minimum necessary to satisfy the 
Agent and not to furnish the complete story is an everyday problem. The 
temptation to disclose only those facts which support the taxpayer may be 
great. Yet, because of the tax practitioner’s dual responsibility, he is 
obliged to reveal every fundamental fact which is pertinent to the issue 
under consideration. Admittedly, situations are bound to arise which call 
for close decisions on whether particular facts are material facts which 
must be disclosed or whether they are merely evidentiary in nature. It is 
not possible to provide a copybook rule for resolving such decisions. Never- 
theless, the general principle is clear that the lawyer practicing before the 
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Treasury Department has an obligation to engage in open-handed dealing 
with the representatives of the Department, and to avoid anything sug- 
gesting concealment or trickery. 

Because of the very nature of a tax proceeding, the danger of deception 
is always present. Normally, all of the facts involved in the case are known 
only to the taxpayer and his representatives. The Revenue Agent con- 
ducts an examination in the nature of an inquest. Ordinarily, however, 
he receives no more than the data or facts made available to him by the 
taxpayer, his accountant or his lawyer. This control of the facts which 
are being disclosed to an adversary makes deception a very simple matter. 
Correspondingly, the lawyer’s duty to avoid overreaching, either by the 
taxpayer or himself, is that much greater. 

Let us assume that in the course of an audit of an individual’s tax re- 
turn the examining agent requests the details of a deduction for travelling 
expenses incurred by the taxpayer in connection with his business. In the 
taxable year in question the taxpayer has travelled extensively throughout 
Europe for the purpose of purchasing merchandise to be resold in his 
business. The taxpayer’s lawyer is able to supply the agent with cancelled 
checks for steamship and railroad fares, hotel charges, etc. These items 
of expense all appeared reasonable in amount considering the taxpayer’s 
station and the length of the business trip. This evidence ordinarily would 
be sufficient to sustain the deduction. 

However, the lawyer’s examination of the facts also uncovers the fact 
that the taxpayer’s wife, who had no connection whatsoever with the busi- 
ness, had accompanied him on this trip. Innocently or otherwise, the 
taxpayer had assumed that he had had no choice but to have his wife make 
this extended trip with him and, therefore, that the cost was a necessary 
business expense. Without commenting upon this client’s questionable 
tax logic, is this not a situation which requires the lawyer to disclose to the 
agent that part of the travelling expenses was incurred for the taxpayer’s 
wife and that her business purpose on this trip was, to say the least, highly 
remote ? 

This rather obvious example has a thousand counterparts in the daily 
experience of tax practitioners. Most often, it is simple from an ethical 
standpoint to judge when facts should be furnished to the Bureau and 
when to fail to do so would be tantamount to concealment. Occasionally 
the decision may be difficult. Certainly there are many instances where 
some circumstances having no direct bearing on the tax issue involved, if 
made available to the Bureau, could be used by it to the detriment of the 
taxpayer’s case. Of course, the obligation to avoid concealment or sub- 
terfuge does not go so far as to require counsel to furnish the Government 
with ammunition to defeat a taxpayer’s valid claims. 
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A striking difference between the general practice of law and tax prac- 
tice is that the tax lawyer has the same adversary in every matter. His op- 
ponent is always the Government and his dealings are mainly with its 
agents and lawyers. While this may not be a very small group, the lawyer 
finds himself meeting and dealing with the same Government people with 
some regularity. If the lawyer is of good repute he soon finds that these 
Government representatives are ready to rely upon his integrity. This may 
manifest itself in a variety of ways: the acceptance of a statement of facts 
without verification, the adoption of data submitted by counsel without an 
independent audit, etc. 

Although this situation makes the practice of tax law a pleasant one, it 
also saddles the lawyer with a great responsibility. Because he knows that 
his word, his version of the facts, or the data he submits may be accepted 
without further verification, he is under a duty to make certain of the ac- 
curacy of the material he presents to these Government representatives. 
In effect, he is regarded as having vouched for the correctness of the mate- 
rial he submits unless he expressly disavows responsibility for it. Ob- 
viously, while the latter course may frequently be the safest, it is also one 
which can arouse suspicion and thereby prove detrimental to the client’s 
interests. 

Such a relationship between counsel and the Government’s agents also 
makes it possible for the client, either innocently or deliberately, to trade 
upon his lawyer’s good reputation. Loose or careless representations may 
be made to the lawyer, knowing that they will be passed on to the Bureau 
as undisputed facts. If the lawyer does not take steps to satisfy himself as 
to the accuracy of his information, not only is he being imposed upon but 
he will in turn be imposing upon others. It hardly seems necessary to men- 
tion that it does not take many innocent misrepresentations to damage a 
lawyer’s reputation. Word quickly gets about in Government circles that 
some lawyer is “unreliable” and from that point he will be dealt with 
cautiously. Apart from purely ethical considerations, therefore, it is ob- 
vious that a lawyer’s fidelity in dealing with his Government adversary 
insures and protects his own most available asset—his good reputation. 

Our discussion to this point has been concerned with the ethical prob- 
lems facing a lawyer in his dealings with Government representatives. I 
would note, in passing, that the problems involved in this connection, so 
far as the client is concerned, are largely the same as those arising in gen- 
eral practice. As a matter of fact, Treasury Circular 230 provides that the 
tax lawyer is required to observe the canons of ethics as adopted by the 
American Bar Association. 

Where the lawyer is dealing with a Treasury representative in connec- 
tion with questions arising on a return which the lawyer has prepared for 
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the client, does the privilege extend to the information furnished the law- 
yer for inclusion in the return? For example, where misinformation has 
been given to the lawyer as to the amount of a client’s gross income and 
the error is later discovered by the lawyer, I doubt that the information is 
privileged. 

Because of the brief time available to me I will not be able to discuss the 
many unique ethical questions which may arise in fraud cases. However, 
in view of the extensive newspaper publicity on the subject, I feel I should 
make brief mention of the corrupt Treasury agent or the one who seeks 
to be corrupted. What is the duty of the lawyer who meets with a brazen 
demand for a bribe? Were it not for the client’s position in these situa- 
tions there would be little room for question. However, it is generally the 
case that the client is reluctant to become involved in a criminal or disci- 
plinary proceeding and would prefer to have his lawyer ignore and forget 
the suggested bribe. It is my sincere conviction that the lawyer’s duty to 
his client is not involved in this situation. Assuming that the lawyer is 
dealing with an out-and-out attempt to secure a bribe and not a mere sus- 
picion that the Agent would be interested in one, I believe the lawyer is 
under a duty to reveal the fact to the Agent’s superiors, notwithstanding 
the feelings of the client. I know of no surer way of eradicating the cor- 
ruption recently revealed. 

I do not wish to leave you with the impression that encounters with 
fraudulent Agents are a frequent experience for the tax lawyer. Contrary 
to the impression one would get from the current newspaper stories, I 
would say that it is a rare occurrence. I am thankful that in my own expe- 
rience of 25 years in the tax field it is one that I have not encountered. 


Epmonp Cann: May I say that I did not mean to indicate that our age 
was either more or less degenerate than its predecessors. I meant only to 
indicate that the degeneracy we witness takes on a special form in our 
age. I am referring to the kind of analysis that you find in David Ries- 
man’s book called The Lonely Crowd. In that book he makes a very sound 
distinction between past generations of Americans, who he says were 
inner-directed, and our generation, who are generally outer-directed. 
The man of the past, if he was crooked, did not characteristically claim 
that he was only doing what everybody else was doing, nor did he resort 
to the kind of defense which, if my memory serves, Mr. Steuer used on 
behalf of Mitchell: “Why pick on Mitchell? Everybody is doing it.” It 
is this abnegation of personal moral responsibility in deference to the 
mores of the society which I believe is distinctive in our period. 
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Bruno SCHACHNER: Before starting in on my paper, I think I ought not 
let the opportunity pass, now that I have the floor, to say a word or two 
about whether our generation is worse or better than previous generations 
have been. 

Of course, I have little personal experience with previous generations, 
but I have some idea that the problem is strictly akin to the problem which 
you have, taken from my own field of criminal law, in larceny, where if 
you have an inflationary period and your limit of grand larceny stays 
constant at $500, you are going to have a great deal more grand larceny. 

I think we have a great deal less morality in dealing with taxes, because 
we exact from the community a moral standard up to which the community 
is not prepared to live. It is perfectly ludicrous to have laws prohibiting 
sexual intercourse among married people. When you don’t even enforce 
them among unmarried people, you are never going to enforce them 
among married people. 

I feel that various laws, of which the tax law is just one example, make 
demands on the moral standards of the community to which the community 
is just not prepared to conform. In the olden days—and I still have some 
slight personal experience with it—we had prohibition. Well, people 
wanted to drink. Other people thought it was unethical to drink. People 
stayed unethical, but, in addition, they became criminals. 

We have a very similar problem with us now. What the solution of this 
problem is, I am not prepared to say here and now, but it does seem to me 
that this is a fact that should bear on a consideration of these problems, 
which I am sure all those who spoke before will readily agree with me on. 


Ethical Problems in Tax Prosecutions 


Bruno SCHACHNER 


The limitation of my own subject-matter to criminal proceedings may 
seem capriciously narrow, but criminal litigation is usually less familiar 
to the tax practitioner, and it is governed by special rules. It is unique in 
its aims and its methods, and the position of defendant’s counsel reflects 
that uniqueness. 

Basically, in civil litigation we expect counsel not to suppress evidence 
of advantage to the other side and in criminal litigation we exact the 
same duty from the prosecutor on pain of having the verdict voided. Must 
counsel for the defense turn over evidence of guilt to the prosecution, or 
is he at least permitted to do so with propriety? Further, should he refuse 
to defend one accused of crime whom he believes to be guilty ? 

The last issue was posed dramatically in an English murder case, in 
which counsel had accepted the brief for the defense because he believed 
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in the innocence of the accused, incidentally a belief that is often danger- 
ous and always unprofessional in criminal cases. On the second day of the 
trial the defendant suddenly turned to his counsel and confessed his guilt 
to him, yet he refused to plead guilty and insisted that the counsel proceed 
with the defense. Of course, the attorney-client privilege forbade the dis- 
closure of the confession, but counsel was reluctant to argue the innocence 
of one whom he now knew to be guilty. In this dilemma he turned to one 
of the judges who was not involved in the case, and who advised him that 
he was bound to continue the defense and to do his utmost to secure the 
acquittal of his client. The defendant was convicted in due course, but 
not without the solace of a stirring address in his behalf. For contrast 
with the English notion of an advocate’s duty in a civil case a fictional in- 
cident comes to mind. In Galsworthy’s Loyalties, counsel was retained 
for the plaintiff in a defamation action, under the representation that the 
client was innocent of a theft with which he had been charged. Suddenly, 
counsel is confronted in his chambers with a new witness who possesses 
irrefutable proof that the client had committed the theft. Without hesita- 
tion he abandons the client and transmits the proof of guilt to the public 
prosecutor, and the propriety of this action is taken for granted in the 
play. 

Perhaps the two examples given do not embody American notions of 
what is proper. They serve, however, to illustrate a fundamental differ- 
ence between the duties of an attorney in a criminal, as contrasted with a 
civil, case—which in turn reflects an underlying difference in policy. 

The stress in civil cases is primarily on a speedy and just determination 
of the controversy, and society has little interest in affording every can- 
tankerous person his day in court. Lawyers should not engage in frivolous 
litigation, and they live up to the highest standards of the profession if 
they refuse to do so. In criminal cases the stress is much more on the law- 
yer’s duty to hold himself available to defend seemingly hopeless causes 
and even disreputable persons, lest the innocent accused find himself with- 
out a champion. In theory, at least, we have come a long way from the 
common law, which refused counsel to the defendant because, as he was 
mockingly assured, he was presumed to be innocent. Now we are unwill- 
ing to have anyone convicted unless every effort has been made to have 
him represented by counsel. 

However, have we in fact as well as in theory abandoned the medieval 
common law? The question is likely to be tested in tax prosecutions in the 
near future. 

The Bureau of Internal Revenue has recently concentrated on fraud in- 
vestigations of persons who are popularly suspected of being “racketeers.” 
This concentration will undoubtedly, in the fullness of time, result in 
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prosecutions. Will persons suspected of being racketeers and accused of 
tax evasion be able to retain reputable law firms to undertake their defense ? 
I think they will in the end, but only at considerable and unjustifiable cost 
to the reputation of their counsel. We may put to one side the leaders of 
the bar, whose reputations would survive any attack, and the dregs of the 
profession, whose reputations could not be materially lowered, but the 
middle ranks of the profession face a serious problem. The general public 
will be prone to identify them with their clients, with consequent damage 
to their reputation and pocketbook. If they are ambitious for public office, 
the defense of a racketeer may constitute a serious handicap. 

In cases involving crimes verging on treason, a solution has been worked 
out in practice. Reputable lawyers refused to accept employment for pay, 
but accepted appointments by the courts. Since the accused was usually 
not financially able to afford competent counsel, he would in any event have 
had to accept court-appointed counsel. In some cases there were rumors 
that reputable lawyers would not undertake to defend, although mcney 
was available, but equally reliable rumor had it that the real difficulty was 
the unwillingness of counsel to cater to the client’s caprice in the conduct 
of the case. 

In tax cases the accused is rarely without funds and to assign counsel 
to him is unfair to him because it deprives him of free choice of counsel, 
and unfair to the lawyer because it deprives him of just compensation for 
professional services. It is to be hoped, therefore, that lawyers will hold 
themselves freely available even to disreputable clients. Bar associations 
might suitably support them in that determination. 

The term “lawyer” rather than “tax practitioner” is used, for represen- 
tation by accountants is fraught with special dangers in criminal situations. 
Treasury agents may be eager to deal with accountants on such matters, 
and Bureau officials and even Department of Justice officials may be will- 
ing to receive them, but let them be wary, because a criminal tax case is pri- 
marily a criminal case involving taxes and not a tax case involving crimi- 
nal law. Above all, the client’s confidences are not protected if they are 
entrusted to an accountant and he should guard himself against receiving 
them, lest he have to disgorge them under oath. The foregoing, of course, 
does not mean that accountants are not frequently and properly employed 
to aid lawyers in the investigation of facts and in the preparation of ac- 
counting data which help them to present the case. It is desirable, how- 
ever, that the accountant restrict his activities to the books and not obtain 
dangerous admissions from the client, for it is by no means sure that such 
admissions are protected even if the accountant is the lawyer’s employee 
pro tem. 

Perhaps the development of our customs in this respect has been un- 
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fortunate, and it would be preferable if the accountant were to come to 
occupy the position of the British solicitor in tax cases, and the lawyer 
were to content himself with the position of the barrister. But no sign of 
such a development is discernible. A special problem in criminal cases is 
also raised by the practice of representing more than one defendant or 
prospective defendant. In civil cases the chances of conflict between tax- 
payers in the same case are remote. In tax fraud cases, however, it may 
well be, for example, that the person who profited mostly by the fraud had 
to obtain the cooperation of his clerical employees who are now in danger 
of becoming co-defendants. Frequently the employer is quite willing to 
have his representative act also for employees. The employees, however, 
may find it to their advantage, under these circumstances, to confess and 
to testify against the employer. Needless to say, it is not always improper 
to represent more than one person in the same criminal case, just as it may 
not always be proper to represent more than one in a civil case; but much 
more careful exploration of possible sources of conflict should be made in 
criminal cases. 

In the actual conduct of a criminal case, it is generally not considered 
improper to refuse concession of even the most obvious fact, while a simi- 
lar refusal to stipulate m’ght be intolerable chicanery on the civil side. 
Naturally, the defendant (and that includes his representative) has no 
duty to aid in bringing about his own conviction. But while he may re- 
main passive, he may, of course, do nothing to destroy or fabricate evi- 
dence, and if his representative finds that the client is engaged in such 
activities he must, of course, relinquish the representation. 

The duty not to tamper with evidence, however, does not by the remotest 
stretch of the imagination include a duty not to learn the strength and pos- 
sible weaknesses of the Government’s case. It is widely and mistakenly 
believed that witnesses who are likely to be subpoenaed by the Government 
are not to be interviewed by the defense. On the contrary, if prospective 
witnesses are willing to be interviewed, preparation for trial would not 
be complete without ascertaining all that they will tell. It is well, however, 
to be cautious in such interviews, for witnesses in criminal cases are notori- 
ously treacherous, and the line between an attorney’s expressions of doubt 
and subornation of perjury can easily be misplaced by the bias of a witness. 

It is difficult to discuss ethics in the tax field, and particularly in the 
criminal tax field, without hypocrisy. Such discussions are apt to sound 
like discussions by missionary societies of table manners among cannibals, 
in which strong views are expressed on the use of forks but no mention 
is made of the fact that the main course is usually ragout de missionary. 
By now it is no secret either to the general public or to tax practitioners 
that a good deal of ‘“‘missionary” had been consumed and that questions 
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of outright dishonesty are more pressing than questions of ethics. For the 
near future, however, there is genuine hope that we will have tax adminis- 
tration that is reasonably honest and resistant to political pressure. The 
professionally trained tax practitioner, apart from his interest as a citizen, 
has a special and vital interest that this be and remain so. As long as cases 
can readily be “fixed” there is no need to resort to the employment of per- 
sons proficient at winning them on the merits. In the years just past the 
value of a Treasury card was debatable, since persons who called them- 
selves “investigators,” “public relations men,” or “insurance agents,” or 
even nothing at all, were able to bring comfort to a surprising number of 
taxpayers—at a price. 

Yet, it is still possible that a tax practitioner may encounter a demand 
for a bribe, either directly or through his client. The approach is likely 
to be devious and naturally the practitioner will not want to encourage it to 
the point at which it becomes unequivocal. If, however, it is unequivocally 
made to the practitioner directly, he has a duty to inform the Inspection 
Service of the Bureau of Internal Revenue, irrespective of the client’s 
wishes. If he learns about it through his client it is at least colorably 
covered by the attorney-client privilege, and the client’s consent to complain 
must be obtained. Certainly, if the client gives any indication of future 
compliance with the demand, the representation should end. 

A complaint to the Inspection Service is protection against extortion. 
This agency may, however, ask the taxpayer to feign compliance so that 
corroborating evidence of crucial conversations can be obtained. Some- 
times this may entail the use of special apparatus to overhear conversa- 
tions. It may be legitimate to cooperate in this manner, but many persons 
might feel that they would thereby debase themselves. Lee v. United 
States, 343 U.S. 747 (1952) shows that even the Supreme Court is di- 
vided on this problem. No easy answer of what is proper occurs to me. 
There is, of course, the natural reluctance to inform and to engage in 
double-dealing even on the side of the angels, but it seems counterbal- 
anced by the interest in rooting out bribery and extortion. In the final 
analysis, this—like many other ethical problems—involves balancing one’s 
own immediate discomfort against ultimate good to the community. 


Ethical Problems in Lobbying for Legislation 
MERLE H. MILLER 
There is a natural reticence concerning ethical problems in connection 
with any field of endeavor, for it is difficult to speak without seeming to 


impose your standards upon someone else. .And also there is the fear that 
in proclaiming the laxity of your standards, others with higher standards 
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may feel inclined to relax. Fortunately, this particular subject is covered 
in the Canons of Professional Ethics adopted by the American Bar As- 
sociation in 1908, so that we may first direct our inquiry to determining 
whether the standards found desirable by the committee headed by William 
Howard Taft meet today’s problems. 

Canon 26, relating to “Professional Advocacy Other Than Before 
Courts,” provides: 


A lawyer openly, and in his true character may render professional services 
before legislative or other bodies, regarding proposed legislation and in ad- 
vocacy of claims before departments of government, upon the same principles 
of ethics which justify his appearance before the Courts; but it is unprofes- 
sional for a lawyer so engaged to conceal his attorneyship, or to employ secret 
personal solicitations, or to use means other than those addressed to the reason 
and understanding, to influence action. 


Being governed by the same principles of ethics which justify his ap- 
pearance before the courts, a lawyer is limited in his advocacy to that in 
which he himself believes. Canon 30 states that the appearance of a law- 
yer in court should be deemed equivalent to an assertion on his honor that 
in his opinion his client’s case is one proper for judicial determination. In 
urging a case before a court a lawyer can ask for a result in which he him- 
self does not believe, but which result is required by the applicable law. 
One who believes the defense of the Statute of Limitations to be unethical 
may nevertheless plead it as a defense to which his client is entitled. 

However, in requesting new legislation there normally is no other law 
to rely upon to justify advocating a result in which one does not believe. 
Consistency, fairness, and public good are suitable grounds for urging 
legislation, and if the lawyer himself does not believe that the legislation 
for which he is asked to lobby is justified on the grounds which he urges, 
then the Canon of Ethics would preclude his professional activity for that 
legislation. Canon 31 takes away the excuse that he is only following his 
client’s instructions. 

The limitation on the advocacy of causes in which one does not believe 
is, however, largely theoretical as a practical matter. It is usually impos- 
sible to examine a problem at the behest of a client without soon becoming 
so enmeshed with its solution as to be disqualified to judge its merits in 
relation to the public good. So the more practical inquiry relates to the 
methods a lawyer may employ. It is in this area that the lawyer will find 
the greatest difficulty in following the principles applicable to his appear- 
ance before a court. 

The canon specifically calls for the revelation of his attorneyship. This 
would probably be automatic in appearing before the Ways and Means 
Committee or the Senate Finance Committee. However, much remedial 
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legislation originates in organizations such as the American Bar Associa- 
tion and the state and local bar associations. Any lawyer presenting a 
request to such an organization for a recommendation to Congress would 
seem to be required by the spirit of these principles to reveal his attorney- 
ship. Then if that association does recommend the requested legislation 
to Congress, the attorney who, on behalf of his client, urges upon Con- 
gressmen the passage of that legislation, should reveal his attorneyship, 
since otherwise he will be appearing to act solely for the good of the 
public, whereas he is actually employed by a client to procure that specific 
legislation. 

Some of the principles applicable to presenting cases to a court do not 
seem applicable in the promoting of legislation in Congress. One does not 
discuss the case with a judge in the absence of the other party, yet it is 
doubtful that such a limitation would be placed upon calls on Congress- 
men. The limitation, however, is not so much on the physical act of calling, 
or writing, as upon what is said by the lawyer. Lawyers are precluded 
from “using means other than those addressed to the reason and under- 
standing, to influence action.” Presumably he may call upon his Congress- 
man, but his discussion is limited to an appeal to reason, which presumably 
relates to the merits of the legislation and not to the chances of reelection 
of a Congressman if a request is not granted. 

When we consider the many forces that are brought to bear to influence 
members of Congress to vote one way or the other, one wonders how an 
attorney may follow Canon 26 and still earn his pay in representing a 
client. However, on the types of legislation for which an attorney is 
needed, as contrasted with a pressure-worker, the measured appeal to 
reason may well be more effective if only because of its contrast to other 
methods to which Congressmen are subjected. But whether effective or 
not, the cultivation of legislators, the incurring of political and other 
obligations, even the use of friendships, are not for the lawyer as he seeks 
to obtain legislation for the benefit of those whom he represents. 

Strangely, the greatest ethical problem confronts those who do not lobby 
for legislation. At least that is true if the field of ethics which we are 
discussing includes affirmative obligations as well as negative prohibitions. 
What then about the duty of the tax bar to lobby against special legisla- 
tion? Although Government representatives usually oppose special legisla- 
tion which grants favors to a selected number, the Government is usually 
carrying such a burden in getting through the necessary legislation to 
raise its revenues that it cannot always take an adamant stand against every 
piece of special legislation. In fact, the principle that the Government’s 
interest is in raising the revenue often leads the special legislation to 
become even more selective as its proponents narrow the field so as to 
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cost as little as possible in revenue and yet give the desired benefit to the 
specific taxpayers’ representatives. Thus the legislation becomes more 
inequitable and yet more acceptable to a Government which must, of 
necessity, continue to worry about the source of its revenue. Thus we 
find some most peculiar specifications in our tax laws giving benefits not 
only to a class but to selected persons within the class, without apparent 
cause or logic. 

But while Washington is swarming with those seeking to change a 
particular section of the law, there is no one to speak out on behalf of the 
rest of the taxpayers who stand the cost of the special concessions so 
granted. This cost to all taxpayers over a period of time is considerable, 
but at no one time is it sufficient to warrant them to rise up and send 
agents to Congress to speak out against special benefits to others. 

Over a lifetime each tax practitioner has a greater interest in a fair and 
symmetrical body of tax laws than any group has in special legislation in 
any single year. Every word added to the Code for the benefit of some 
particular taxpayer may well prove a trap and a very costly one for some 
other unsuspecting taxpayers. Yet tax practitioners are sitting idly by, 
while year by year the lobbyists are making of our body of tax laws a 
more cumbersome instrument with which to ply our trade. 

The one voice to be heard, and the most effective voice to speak against 
special provisions in our tax laws, is that of the tax bar. The time is ripe 
for organized action by those whose sole interest is the over-all fairness 
of any tax pattern. Such a group without any special interest could speak 
out against proposed legislation on the sole ground that it is designed to 
serve a special interest. When we pause to realize the potential good that 
could come from such concerned action, the support that could be given 
to those in Government and in Congress who grow weary of fighting 
special concessions, we realize the extent to which the tax bar is failing 
to meet an unprecedented opportunity for service. If then our concept 
of ethics includes the duty to act affirmatively when we possess special 
talents that would achieve unusual good for the public, then the greatest 
ethical problem in connection with tax legislation today lies at the feet of 
each member of the tax bar who seeks no special legislation but fails to 
take action for a concerted effort to defeat the continued requests fe: 
special legislative favors. 


Epmonp Caun: As we found last year, the best part of the proceedings 
begins at this point. We are fortunate in having a goodly number here, 
and, therefore, it is only fair to ask each one to make his comments as 
pithy as possible so that the others will be heard from, too. Without 
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wasting more time telling people not to waste time, I will begin by calling 
on Dean Niles. 


RussE.t D. Nites: I am, of course, not a tax expert. I am an educator, 
and so my first reaction is this: I wish that all of our tax students could 
have been here tonight. 

I have only one comment. I have often wondered why so many lawyers 
felt a real sense of personal loss in the death of Judge Robert Patterson, 
because, while he was a good lawyer, there are many lawyers as good: 
while he was a good judge, there are many others as good. He was a great 
soldier. He had certainly been a good public servant. He was a very 
likable and approachable man. 

But I don’t think that many of us had a feeling of personal loss and 
a real sense of depression when we heard of his death for any of these 
reasons. I think that somehow we felt almost intuitively that there was a 
sort of lawyer that we would all have liked to be. I think we feel that there 
had been less erosion in his case than in that of almost any lawyer we knew. 
There was a person who still possessed absolute integrity. I think that is 
probably why all of us felt that his loss was great. 

I hope that we can learn somehow, either by symposiums like this or 
perhaps some day by telling our students of some of the great men of 
the law or some of the current figures in the law, to make them aware of 
their professional obligations, because I don't think that we have done 
too well at it in recent years, and I still think we have to find some ways 
of doing it. 


Epmonp CAHN: I am going to call on Dean de Capriles, and then all 
academic distinctions will be ignored and we will go right around the table. 


MIGueEL A. DE CaprRILEs: I feel I have been subjected to quite an intellec- 
tual and emotional experience tonight, and it seems to me that the flow of 
the papers was extraordinarily good, because as questions arose in my 
mind they were successively answered by the papers; so I think very well 
of them. 

I am troubled more or less in a general way by an old dilemma which 
seems to underlie some of the problems discussed tonight, and that is the 
problem of obedience to the unjust law. It seems to me that we are taking 
for granted, are we not, that the Socratic answer is still the right one? 

The point is important in connection with Mr. Miller’s discussion of 
special privilege, of which I think the tax law is becoming rapidly a dis- 
graceful example. It is important in connection with Mr. Schachner’s 
preliminary remarks about prohibition and the readiness of the public to 
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accept the law. Just as a question mark, to what extent may it perhaps 
be at the root of a possible unethical behavior in lawyer-client relationships 
or lawyer-Treasury relationships? 


J. P. WencuEL: IJ am a little bit disturbed at the disturbance that seems 
to be around the table and which possibly generated the topic tonight, 
and that is the fear and the thought that there is something wrong with 
the tax bar, there is something wrong with the Bureau of Internal Revenue. 

What has happened in the Bureau of Internal Revenue is a cycle. It is 
not the first time. We had the Couzens investigation before that. Back 
in the 1880’s you had an investigation, and right after the Civil War you 
had an investigation. That was a very interesting investigation, because 
at that time and probably for the first time in our history the taxes were 
farmed out. Of course, there was a lot of money stolen. It is not going 
to make any difference whether the personnel are appointed by the Presi- 
dent or appointed by the Civil Service Commission. People are always 
going to be people. There are going to be some crooks. 

In my tour of duty and experience in the practice, there has been only 
one instance, and that was when I was in the Bureau, where an agent 
offered to settle a case upon a payment of money. And only one lawyer 
ever called me up, and within four hours he was before the United States 
Commissioner. Personally, in my outside practice I have never had any 
approach. As to the type of lawyer around the table tonight, you don’t have 
to worry about him. It is the blackleg—and he was always in the profes- 
sion. What are you going to do about him? He is on the fringe of society. 
All the meetings we may have I doubt will do him any good. It is the 
coming generation that counts. If you can indoctrinate them, then you 
will have the type of bar for which you are aiming. 

I will give some free advice. Whenever I am called in a case, I get my 
own auditor and I get my own net-worth statement, and I don’t depend 
on my client’s net-worth statement or his auditor. 


EMANUEL Gorpon: I think the most significant statement I heard was 
Merle Miller’s closing statement: that we all talk about the weather but 
none of us does anything about it. I think we all know what the standard: 
of ethics are, and I think very few of us would disagree as to what the 
outcome should be in any particular case. We might disagree as to what 
the tendency to violate those ethics is in any particular situation. 
Personally, I think that the situations Jerry Hellerstein gave as the 
particular cases in which any practitioner would refuse to go along with 
his client are not situations in which most practitioners would refuse to 
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go along with their clients. I think the violations are far more widespread 
than any of us are willing to admit. 

But I think the important question is: What are we going to do about it? 
I think the reason why so many practitioners aren’t able to do anything 
about it is that these violations of ethics are like a malignant growth; if 
it only exists in a small portion of our community, then we are able to 
isolate it, the ill effects are limited, it won’t spread too far; but the minute 
it begins to hit a substantial portion of the community, you have that 
competitive effect. If you won’t do it, somebody else is going to do it. That 
is the attitude that leads to widespread breakdown of law enforcement. 

I think that is the situation which faces the tax bar today. You do have 
a widespread breakdown of the observance of ethical standards which 
all of us would admit are right and proper and should be observed. The 
problem is: What can we, as a practical matter, do about it ? 

I don’t think any of us are in a position to sit back and say, “It isn’t me; 
it is the other fellow.” I think it isn’t so, because all of us know of par- 
ticular instances in which there have been violations, grievous violations, 
where bribes were passed, and yet none of us has done anything about it. 
In most cases, perhaps, we could say that there isn’t anything you can do 
about it. Two years ago whom could you have turned to as a practical 
matter if you knew some agent had taken a bribe? To the United States 
attorney, who was controlled by the same little group that played ball with 
the agent who took the bribe? 

After all, the taking of bribes isn’t an isolated incident where the agent 
simply takes the money from the taxpayer. In most situations it is a far 
more complicated thing, where the taxpayer goes to somebody who knows 
an agent or who knows his supervisor and the money is paid to the super- 
visor, who then splits it with the agent. The minute you begin to have 
that kind of organized group, it is very difficult to do anything about a 
particular case of which you have any information. 

We have the King Committee, with which Bruno Schachner is now 
associated. I don’t know that the King Committee is going to uncover 
or prosecute every single instance of malfeasance which comes to its 
attention, but how many of us have taken the trouble to notify people on 
the King Committee of instances about which we have information which 
they need? They may have a lot of rumors, but without the fact itself it 
is awfully difficult to investigate or do anything. 

I think we ought to do a little soul-searching of our own and see what 
we have done to end the sort of practices about which we have information, 
instead of simply sitting back and saying, “Well, it is a nasty situation, but 
it is the other fellow; I am not doing it.” 
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Jesse R. Frttman: I wasn’t quite clear in Tommy Tarleau’s remarks, 
which I thought were quite pointed, as to whether, in the case where in- 
formation came to the lawyer after he had been engaged in conference, 
he was entitled to withdraw from the case, or whether he was duty-bound 
to reveal the information. Perhaps someone else here will clarify it for me. 

With respect to Merle Miller’s remarks, I feel very strongly on the 
subject that he was talking about, not particularly directed to legislation 
in so far as appearances at Washington are concerned. I served on the 
tax committee of a very distinguished bar association at one time in my 
career. I believe there are no members of that committee here. An 
issue arose that was so outstanding that I think I will comment on it. I 
wouldn’t say it was untypical; it was just perhaps more pointed. The 
question was what the committee should recommend in respect to the 
contemplation of death. It seems to me there was a sound difference of 
opinion on that. Finally, one member of the committee said, “Let us ask 
for such and such, because we ought to ask for more than we expect to get.” 

I was shocked when no one in the committee took any exception to that 
approach. I was so shocked that I didn’t do it myself. I think that that 
has been repeated more frequently in some of our bar-association groups 
and other groups of lawyers than we would care to admit. 


Harry J. Rupicx: First touching on Jesse Fillman’s remarks, one of 
the things I prided myself on when I was chairman of the New York City 
Bar Association Tax Committee was that we did oppose special legislation 
of the kind that Merle was talking about. I am sorry to say that at that 
time that attitude was not typical of bar association committees generally. 

I would like to touch on the ethics of the law. I understand that is 
reserved for next year. 


EpmMonp Cann: We shall talk next year about the ethics of the Govern- 
ment in this situation. Tonight we are talking about the practitioner’s 
ethics. 


Harry J. Rupicx: Ina sense, the law is the practitioner, and vice versa. 
I don’t think you can separate that completely from the ethics of taxpayers 
and tax practitioners. 

Suppose the law is an ass. Do we have to slavishly respect it? Or if 
there is a means of going around, to take Jerry Hellerstein’s example of 
the Court Holding Company case, why should there be two taxes if the 
company is going to dissolve? If there is a way of fixing it that there 
should be one tax, are we compelled to arrange it so that there should be 
two taxes? 
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Take another example. Suppose a man wants to sell his business to his 
brother. There is going to be a loss on the sale, but it is a bona fide 
transaction. The law doesn’t allow that loss. Is the tax practitioner pre- 
cluded from advising that man to sell that business to his brother’s wife 
so he can get the deduction? I don’t think so. 

I think that you can’t completely separate the two ethics. I believe they 
are intertwined. I gather from what has been said that the ethics that we 
are talking about here are not absolutes. They are relatives, like the mores 
and the morals that Jerry Hellerstein talked about. If that is so, ethics are 
1 product of time and place. 

Incidentally, I agree with Tarleau that this is not the worst of all possible 
times so far as tax morality is concerned. Certainly, so far as avoidance 
is concerned, avoidance is as old as taxes. Let me give you an example 
of how ethics are a product of time and place. In Switzerland there is a 
cantonal tax on your net worth as of the beginning of the year. Prior to 
1940 nobody—literally nobody—in Switzerland ever declared his net 
worth in his annual statement. The tax officials knew that nobody declared 
his net worth, and so fixed the rates at a high enough figure to produce the 
revenue which was needed. If a new resident of Switzerland came to a 
Swiss lawyer and asked for his advice, should the Swiss lawyer tell him 
to declare his true net worth? 


Mark H. Jonnson: As I found very often when I served under Harry 
Rudick on the City Bar Association, he managed to anticipate what I was 
about to say. It is very much along those lines but with a little of this 
emphasis. 

I think it has been mentioned before that what we are talking about 
is not very much the problem of the professors or of the lawyers who have 
a history of public service and of responsibility. If you are trying to 
establish a system of tax ethics, a criterion of tax ethics, that means some- 
thing in weight, it is something that pretty much has to be built up from 
the bottom. That is where, let us say, 98 per cent of the taxes and the 
tax problems are being handled. 

How you are going to do that, of course, is something else: education 
from above, the example from the leaders of the Bar, which I am sure 
have some effect. But—and this, I think, is Harry’s point—to build up 
that criterion, that standard, from the bottom, you have to build it basically 
on a sound system of law and a sound system of administration. 

The pressures come from a lot of directions. You have lawyers who 
are economically or spiritually marginal; you have confiscatory tax rates, 
silly tax laws, a tax system, for example, of revenue agents who have to 
come up with a deficiency (so why shouldn’t you throw. something to them 
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in the first place?), a silly Court Holding Company rule where, if you 
take one rule, you come out one way and another, another. Those pressures 
are almost inexorable, and unless you eliminate them and build a sound 
system, I think you are always going to be faced with that problem. 


Jacos Raskin: I should like to address myself largely to Jerry Heller- 
stein’s implied and direct accusations. I find that in this question of 
morality and ethics in the tax practice there are no different problems 
from those of deciding these questions in other courses of conduct. I think 
it is a question of partition into the permissible right and the forbidden 
left and the hazy, misty, or amorphous middle. 

On the question of the permissible right, I am sorry that I have to be 
the first one to raise a dusty and musty old platitude, but I think as a 
lawyer I must. Just to paraphrase Dean de Capriles’ remark, the problem 
is not one, as he puts it, of obedience to an unjust law; the problem is one 
of taking advantage of an unjust law. 

I think that the tax lawyer owes it, as a primary duty to his client, to 
sce that the client gets the full rights and benefits that the law allows. I 
refuse to plead guilty to the implied charge that we tax lawyers are engaged 
in a shady, knavish kind of business in which our stock in trade is a very 
fancy variety of intricate devices designed to unfairly shift the burden 
from our taxpaying clients. We are not the keepers, as somebody has put 
it, of Congressional conscience. So much for the right. 

As to the extreme forbidden left, I have no difficulty with the examples 
posed by Jerry Hellerstein. I don’t think any of us are going to condone 
the suppression of evidence, the manufacture of a purported intent, the 
perversion of a purpose, the pre-dating of instruments, the preparation 
of side agreements, or any of these invidious and disgusting kinds of 
practices. 

I know—and I don’t deceive myself—that very frequently we put wrong 
labels on these devices. We call them inventiveness, ingeniousness, creative 
tax-thinking, ingenuity. We know them for what they are, and we discard 
them. I dare say most of us spend a great deal of time persuading clients 
not to use these devices. 

The trouble I have is with this middle area, which hasn't been touched 
on, I think, directly. It is the area in which we unconsciously take ad- 
vantage of the slowness and inefficiency of the administrative process. Just 
stop and think for a moment of the thousands of Gregorys, Horsts, 
Cliffords, Towers and others who did not pay the tax liabilities that these 
specific taxpayers did actually pay. There is a reason for it. Counterparts 
of these specific avoidance plans that I just referred to are presented to 
us daily. They are not tried. They are not tested. They are doubtful. 
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But there is a tremendous temptation to accept them, because the adminis- 
trative process is long in developing a technique for overcoming a specific 
tax-avoidance device. 

It is wrong to assume that the tax collector is in hot pursuit of every 
taxpayer. He isn’t. He is far behind us. It is in this particular area in 
which we are tempted to accept untried schemes or devices, programs, and 
in which we hope for an element of its success because of the mathematical 
possibility that the administrative process will work either inefficiently or 
too slowly, where a tremendous amount of self-restraint on the part of the 
tax bar is required in order not to create this inequitable shifting of the 
fair load from your high-bracket taxpaying client to the low-bracket 
general taxpayer. 


PauL LiTTLe: I might just inject one thought here. We might remember 
here that we are dealing with two-headed monsters rather than this mono- 
lithic character we call the tax practitioner. 

There is a canon of ethics and a long professional history behind the 
lawyer, but the other portion of the tax-practitioner group is made up of 
accountants, who, it seems to me, should also be considering the problems 
that we have met here tonight for, and there should be some type of 
cooperation between them in order to see that similar standards are main- 
tained by each; otherwise, we are trying to fill the bucket with a hole in 
the bottom. 


Jacquin D. Bierman: This whole problem of ethics is very interesting 
to me because of the fact that we are taking it out of its real context, 
discussing it as if it existed by itself without relation to the entire pattern 
in which it fits. You've got today an economy where there are bills re- 
quired, pressures on the part of individuals to keep money after taxes, 
pressures on the part of the Government to collect the tax revenues that it 
needs. We have a tax system today whereby we are presumed to protect 
the taxpayers and the Government protects the revenue instead of, as a 
Congressional committee once said, also secking to protect the taxpayers. 

I have a feeling in this environment we have a laboratory situation that 
is highlighting this problem of ethics, and that in some sense, anyway, we 
are confusing the problem of tax ethics with the philosophy of what should 
be tax management. 

My own feeling and reaction is that in the light of the changing condi- 
tions which require different approaches to the collection of revenues and 
certainly different approaches at the very low taxpayer level, there must 
be some consideration given to possibly a different way of enforcing the 
revenue, to take away from the tax-gathering authority the job of being 
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simultaneously the collector, the prosecutor, and the judge. Until that can 
happen, until we can make moves in that direction, the only reaction 
that I can have is that you have to live within your own personal integrity 
and try to process the case as best you can. 


Lioyp GEorGE SoLL: I have been in ready agreement with the fact that 
we have to teach all young people to be honest, and I am also in agreement 
with the various people who have spoken on the problem of interpreting 
their ethics in the light of the various pressures and the problems of 
achieving justice under what might be considered unjust laws. 

My basic concern is with the reason for this very meeting, which is the 
recent scandals. My basic concern is that our tax structure can slide into 
what has been going on in some of the countries to the south and in 
Europe, the problem of “the bite.” The Government comes along and 
extracts a bite, and the people kind of accept it. 

I think the answer lies in more direct action, in terms of policing our 
government officials and possibly in even more direct action against the 
bribe-giver as well as the bribe-taker. It hasn’t been called to my attention 
that any really affirmative steps have been taken against the bribe-giver. 


Joun F. CostELLoE: When you find drunkenness, it is good to see if the 
man needs vitamins or a better home or a better job or something. I think 
we, perhaps, take a little too much on ourselves by trying to cure our ills 
with ethics. My own company has made payments of $6 to tax collectors 
for every $1 it has paid to common stockholders for ten years. I think 
on the individual level you will find the same ratio existing. 

In a country where competitiveness and salesmanship and holding your 
trade secrets are things which are accepted and which are responsible in 
large part for our ability to take on a load abroad which is inconceivable 
in its charity, I believe perhaps the profession might borrow from business 
to give the people involved institutional safeguards that are not necessary 
in the trial of a boundary suit once every twenty years. This happens 
every day all the time. I think the profession might do well to borrow 
from commerce. 


Henry SELLIN: Macauley, in his Life of Bacon, not only points “ut 
that Bacon was convicted of taking bribes but that nobody was horrified. 
Nowadays, when someone is accused of bribe-taking, the entire com- 
munity is horrified. I think that portends hope for the future. 


Frank McEvoy: Jerry Hellerstein’s last example, where under a given 
factual situation the law is moot on the question, raises the question 
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whether the taxpayer, through his tax practitioner, should make a dis- 
closure of those facts in the return. I understand that a proposal has been 
made by the Government that, where such a situation exists, a full dis- 
closure of those facts be made in the return, so perhaps if the tax practi- 
tioner does not tend to his ethical standards the Government may do it yet 
by statute. 


GERALD L. WALLACE: I would just like to raise a question with respect 
to one of Tommy Tarleau’s original statements. I may have misunder- 
stood him. I would suppose that if an attorney generally, unless there is 
some special circumstance, learns of an understatement of income by his 
client, then, instead of its being his duty to disclose that fact to the Govern- 
ment, it would frequently, perhaps generally, be his duty not to. 

I am not sure I caught all your facts. Are you discussing the statement 
prepared by the attorney? 


Tuomas N. TARLEAU: Yes. 


GERALD L. WALLACE: I would agree with you on that basis. 

Referring to Jerry Hellerstein’s last category, I have a good deal of 
question about the duty of a lawyer to disclose all of the facts in the case 
where there is bona fide and reasonable doubt as to what the law is. If 
the attorney is of the opinion that the Bureau’s position is wrong, I 
shouldn’t suppose he was under any duty to make a full disclosure of the 
facts for the purpose of inviting close examination. 


Boris I. BirrKer: I was particularly interested in both Mr. Hellerstein’s 
and Mr. Rudick’s remarks. I thought Mr. Rudick’s pointing to the Swiss 
cantonal tax was an acute observation. Of course, it wasn’t necessary to 
go quite that far afield, since the same, I think, is probably true of the 
Illinois personal-property tax, and while I don’t want to make a public 
confession, we have a personal-property tax in Connecticut that isn’t 
complied with as it should be. 

Mr. Rudick’s suggestion about the sale to the sister-in-law, I suppose, 
is all right, if you stop at that point, but, if you go on to add that the 
brother is putting up the money and the sister is to be a nominee, I suppose 
you are back where Mr. Hellerstein left us, and I haven’t yet heard any 
really persuasive answer to those problems. They seem to me to be just 
as morally reprehensible as moral corruption, and more dangerous, because 
they are harder to detect. 

I don’t know how widespread those things are. I hope to hear more 
about that. I do know from questions that come to me from time to time 
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from practitioners, that a good many members of the bar would go a long 
way in tolerating some of the things which Mr. Hellerstein suggested and 
which others here seemed to regard as entirely improper. I guess that is 
a pessimistic note to end on. 


JeroME R. HELLERsTEIN: I am not entirely certain that there is such 
complete difference of opinion between Hellerstein-Tarleau and Rudick- 
Rabkin as there appears. 

I think there was an overtone in some of the remarks that exaggeration 
and distortion of fact are permissible, which I regard as reprehensible. 
That this is widespread, I have no question—widespread among highly 
respectable members of the tax bar, not only the blackleg fringe. 

Another thing I would like to press is that in the item of full disclosure 
I tried to make clear that I don’t believe any of us regards that as our 
duty. My point is, I think, it ought to be our duty, and I think that we 
would all live happier lives, and I think there would be a fairer distribution 
of the tax results. 

By the way, we would have a lot more business if there was full 
disclosure. 


MerLE H. Miter: I would like to get our discussion back to the self- 
analysis which I underwent last year when I was trying to prepare a paper 
for a New York University program and since which time the practice in 
our own office has changed tremendously. 

I found that, on preparing that paper and trying to fit the things that 
we were doing into any canon of ethics or generally accepted practice, 
I was amazed at the things which I had been doing, which I thought were 
perfectly all right but which simply could not be justified. 

After I gave that talk, a number of people asked me whether I was going 
to retire. In the light of the statement here about competition and so 
forth, I should report that it has been some nine months since then and we 
have tried out our higher code on our clients, and they seem to like it. I 
doubt very much whether there is anything to that competitive business. I 
think clients come to you to try out something, to see whether it is all right, 
and I think, if you tell them it isn’t, that is the end of it, and I think they 
respect you more for it. 

The most dangerous philosophy that I have heard expressed tonight 
was expressed by some of the most undangerous people here, and that is 
the philosophy that the law, being unfair, justifies something less than 
complete honesty or the highest ethics in our compliance with the law. 
That, I believe, is the most dangerous thing. I think there are men in 
jail today for justifying their actions on that ground. I know of no basis 
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on which any lawyer can justify cutting any corner, evidentiary or other- 
wise, because he believes that the law itself is unjust. 


Epmonp CAuwn: I feel grateful to each and every one of you for your 
participation this evening, and I believe that the transcript of this session 
is going to be of genuine value to the profession, because we have heard a 
variety of views here which will start people thinking and make for self- 
examination. It isn’t necessary that they end up by agreeing, but it is 
important that they start becoming aware of their duties and sensitive to 
them. 

A man can only arrive at an answer that is honest in his own heart, and, 
if he doesn’t agree with one or the other of us, it is still an answer that he 
is willing to commit himself to and be responsible for in his dealings. I 
think that is the first condition of the really ethical life. 
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What Is Fair Market Value? 


EMANUEL L. GORDON 


Orn: would suppose that no need existed to write a paper on the defi- 
nition of a phrase which in legal contemplation* has been used in the 
income, estate, and gift tax laws for a very considerable period of time, 
which has been applied in about five hundred cases, and which has a 
formally accepted definition. Succinctly worded, the definition of fair 
market value is: the price at which a sale would take place between a 
willing seller and a willing buyer, neither being under compulsion to trade 
and both having reasonable knowledge of the material facts.? While 
never stated as part of the definition, it has always been recognized that 
the sale must be at arm’s length * in a free market. The wording of the 
definition has wide acceptance, but its application and meaning continue 
to be the subject of equally wide dispute. 


EMANUEL L. Gorpon (B.B.A., College of the City of New York; M.A., New School 
for Social Research; LL.B., Columbia University) is a member of the New York Bar, 
associated with the firm of Roosevelt, Freidin & Littauer. Mr. Gordon is the author of 
several significant contributions to tax scholarship. 

1 Sometimes the statute uses the word “value,” as in I.R.C. § 22(b) (3), and at other 
times the phrase “fair market value,” as in I.R.C. § 27(d). 

2 Lawrence C. Phipps, 43 B.T.A. 1010 (1941) ; Estate of Daniel Guggenhcim, 39 B.T.A. 
251 (1939), aff'd in part, 117 F.2d 469 (2d Cir. 1941), cert. denied, 314 U.S. 621 (1941) ; 
John J. Newberry, 39 B.T.A. 1123 (1939); First Seattle Dexter Horton Nat. Bk., 27 
B.T.A. 1242 (1933), aff'd, 77 F.2d 45 (9th Cir. 1935) ; Charles W. Ballard, 25 B.T.A. 
591 (1932) ; Houston Bros., 22 B.T.A. 51 (1931); Andrew B. C. Dohrmann, 19 B.T.A. 
507 (1930). The knowledge requirement was omitted in Joseph O. Koepfli, 13 B.T.A. 
784 (1928), aff’d without discussing point, 41 F.2d 606 (9th Cir. 1930), but the issue in 
that case did not turn on that requirement. 

3 Refused to base decision on prices at such sales: Will M. Ott, 15 B.T.A. 867 (1929) 
(purchasers of stock expected jobs) ; Premier Packing Co., 12 B.T.A. 637 (1928) (same) ; 
George H. Wheary, 5 B.T.A. 829 (1926) (purchasers expected jobs or business) ; cf. Gil- 
lette Rubber Co., 31 B.T.A. 483 (1934) (only officers of corporation bought) ; Hugh Mac- 
Rae, 9 B.T.A. 428 (1927) (sale to friends at price fixed by intermediary). But cf. Trinity 
Corp., 44 B.T.A. 1219 (1941), aff'd, 127 F.2d 604 (Sth Cir. 1942), cert. denied, 317 U.S. 
651 (1942) (used price on sale between subsidiary and parent, latter being insurance com- 
pany forced to stand behind the price). 

4 Refused to use stock exchange price where a syndicate supported the market which 
dropped when support was withdrawn: Wallis Tractor Co., 3 B.T.A. 981 (1926) ; cf. 
E. F. Simms, 28 B.T.A. 988 (1933) (rejected stock exchange price adduced by Commis- 
sioner for the reason, among others, that it was not a fair market). But cf. T. W. Hen- 
ritze, 28 B.T.A. 1173 (1933) (used exchange price adduced by Commissioner although 
proof was introduced that bankers insisted on restricting sale of some shares so that they 
could manipulate market, Board stating that there was no proof that they did rig the mar- 
ket or of what effect they had on the market). 
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THE KNOWLEDGE REQUIREMENT 


There have been a number of cases which have enforced the informa- 
tion condition in the definition literally. In these decisions taxpayers have 
succeeded in having sales prices rejected as evidence of the value of 
securities where the purchasers were friends or associates of the pro- 
moters ° or were buyers of small amounts,° in each case shown by the 
evidence to have no information concerning the affairs of the corpora- 
tion upon which an opinion as to value could have been formulated. 
Similarly, the Commissioner has successfully resisted the use of a price 
as competent evidence of the value of securities where the sale failed to 
satisfy the knowledge requirement." 

It is simple enough to see why a purchase or sale made without 
knowledge of the material facts relating to value cannot be said to pro- 
duce a “fair” price, except by coincidence. When it is shown that a pur- 
chaser or seller was not cognizant of an available material fact, no diffi- 
culty is experienced in arriving at a sensible conclusion. We soon leave 
the clear cases, however. 

If a security is listed on a stock exchange or traded in the over-the- 
counter market, it is not possible to determine readily what the pur- 
chasers and sellers actually knew unless, of course, the knowledge of 
the facts can be shown to have been restricted to corporate insiders. 
“(E]ven in wide markets where there are many buyers and sellers,” said 
the Second Circuit Court in the Rogers case, “these often do not know the 
more important facts about the company, and their consensus of opinion is 
not necessarily a proper measure of value, if by that be meant a truly in- 
formed judgment. . . .” * If we were to start with this premise, it would 
become a most difficult task to prove fair market value by the use of 
stock exchange prices even with the current disclosure requirements for 
registered. securities. 

Fair market value in essence means sound value; it is the price for 
which the owner would hold out if he could. This standard is designed 
to preclude the use as evidence of trades made in the absence of a ready 
market and at prices which vary greatly from intrinsic value." These ex- 
cluded sales, if used, would cause taxation to be based upon accidental, 
erratic events having only coincidental relation to the taxpayer’s income 


5 Premier Packing Co., 12 B.T.A. 637 (1928). 

6C. A. Bryan, 19 B.T.A. 111 (1930). 

7 Eleanor Lansburgh, Admx., 35 B.T.A. 928 (1937); Schnorbach v. Kavanagh, 102 
F.Supp. 828 (W.D. Mich. 1952). 

8 Rogers v. Helvering, 107 F.2d 394, 396 (2d Cir. 1939). 

8a Intrinsic value as used in this article means that value deriving from an owner’s 
exploitation of property as distinguished from that value deriving from being able to sell 
the property at that moment. 
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or property upon which the tax is supposed to rest. An organized market, 
it is true, may frequently be irrational. It may not yield a price on which 
an owner could insist in the absence of a ready market or it may yield 
more. But if its use surrenders reliance upon sound value, it affords a 
substitute guaranty against the use of an irrelevant standard. A large, 
organized market normally produces the price which an owner would in 
fact have realized (or paid) had he sold (or purchased) his securities 
on the date on which the given price prevailed. While the market may 
price erratically by departing from intrinsic value, it does not price acci- 
dentally, since its price may fairly be said to represent the going value 
of the property in question. In the light of the difficulties involved in 
determining intrinsic value, it is, in fact, a more acceptable and practical 
administrative device, whatever its relative theoretical deficiencies may be. 

The Second Circuit Court did not discuss these problems when it re- 
flected upon the general ignorance of the market, but it emerged with a 
satisfactory conclusion. Despite its lack of faith in the soundness of the 
procedures followed by the run-of-the-mill trader, it held that “sales are 
usually the most reliable evidence, and in any case they should weigh 
heavily.” ° Only where the volume of securities involved in the valuation 
question has been large relative to the amount of trading on the exchange 
has a general lack of relevant (unfavorable) information been held to 
warrant a deviation from the market price.*®° This variance has been justi- 
fied on the reasoning that the owner would not in fact have been able to 
realize the market price because the trading on the exchange was too 
“thin” to absorb the large number of shares in question, and a purchaser 
off the exchange would have made a far more careful investigation of 
the corporate issues than is usually made by a small trader on the exchange. 

What should the result be if the facts were highly secret and were un- 
known not only to the market but to all but a few top insiders? This 
situation was present in Estate of Millie L. Wright” where the issue 
was the value of McKesson & Robbins stock on November 28, 1936. 
After the material date but before the trial, a scandal in the issuing cor- 
poration broke, revealing the fact that a top corporate officer had been 
operating an elaborate scheme to record non-existent inventories on the 
books without detection by a nationally-known firm of auditors. The 
taxpayer sought to adjust the exchange price by the amount of the inflated 
inventories. While the Court rejected that attempt, there is no clear hold- 
ing on the issue. 


9 Td. 

10 Estate of Daniel Guggenheim, 39 B.T.A. 251 (1939), aff’d without discussing point, 
117 F.2d 469 (2d Cir. 1941), cert. denied, 314 U.S. 621 (1941). 

1143 B.T.A. 551 (1941). 
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Two possibly conflicting reasons were advanced by the Board of Tax 
Appeals to explain its result. One was that the exchange price actually 
existed and could have been realized by the taxpayer by selling the se- 
curities on the material date. The second was that the taxpayer had failed 
to prove that the exchange price was not the fair market price. Of course, 
if either reason was valid, the other was immaterial. 

If a sales price is improper because not predicated upon the requisite 
information, the parties must then prove what price would have pre- 
vailed had the buyer ‘and seller been properly informed.’? This cannot 
be done by adjusting the stock exchange price, because that price is not 
created by a rational mechanism but by supply and demand forces moti- 
vated by all manner of knowledge and misinformation, reasoning and 
emotion, and willingness and constraint.** What the party who seeks to 
reject an exchange price must do is to prove either the price prevailing on 
sales conducted off the exchange or the intrinsic value. This the tax- 
payer in the Wright case failed to do. 

While the decision therefore furnishes no reliable holding, the first 
reason stated was, in my opinion, correct and material. If the taxpayer 
could have realized the exchange price, it has a sufficiently rational con- 
nection with a taxpayer’s income, gift, or estate to warrant the use of 
that price in computing the tax. That, at least, is consistent with the 
conclusion in the Rogers case. My own arguments in its support have 
already been stated. 

Another significant problem is :-When must the knowledge have become 
available in order to be considered? The courts frequently take into 
account or accept as the fair market value the prices yielded at sales sub- 
sequent to the material date.** It might be argued that the inference from 


12 First Seattle Dexter Horton Nat. Bk., 27 B.T.A. 1242 (1933), aff'd, 77 F.2d 45 (9th 
Cir. 1935) (fair market value “is not necessarily nonexistent because reasonable knowl- 
edge of the facts is known to only a few people, or because willing buyers or willing sellers 
are few. It is determined when the facts become known to the described buyer and to 
the described seller. There may be such buyers and such sellers who, because of lack of 
such knowledge, never meet or trade; and also there may be buyers and sellers with 
knowledge of their own requirements who would trade if they met and knew the existing 
situation.” 1247-8). 

18 Compare remarks in George D. Harter Bk., Exec., 38 B.T.A. 387 (1938) and in 
James Couzens, 11 B.T.A. 1040, 1163 (1928) (“So far as the evidence indicates, a transac- 
tion in respect of this stock would, in 1913, have been governed largely by the situation 
of the corporation [because it was regarded as an investment]. This might not have 
been so with a listed stock, for it sometimes happens that such a stock is traded in within 
a range of prices having but little perceptible relation to the commercial or financial stand- 
ing of the corporation represented.’’) 

14 Estate of Effie Andrews, 13 B.T.A. 651 (1928), aff’d, 38 F.2d 55 (2d Cir. 1930) (frac- 
tional interest in realty); Lehigh Bldg. Corp., 7 B.T.A. 460 (1927) (mortgage) ; cf. 
Alby W. Stegall, 24 B.T.A. 1231 (1931) (stock—referred to sale but did not rely upon 
it in reasoning) ; A. O’Day, 20 B.T.A. 455 (1930) (stock). 
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these holdings is that knowledge available only subsequent to the material 
date may be used since the price may have been based upon such knowl- 
edge. If there is any truth to this argument, it exists only in small mea- 
sure. The price at such a sale would be accepted at fixing the fair market 
value of the property in issue only if circumstances had not changed ; ** if 
they had, that price could fix only the upper or lower limit of the range 
within which the fair market value would be determined.** Barring a 
change in circumstances, none of the cases involving the use of sub- 
sequent sales prices raises any issue dealing with the significance of 
knowledge available only after the material date. 

It has been held, in fact, that subsequent events may be used only to 
bolster testimony stating that an expectation existed on the material date 
and to prove the reasonableness of that expectation.’ So, in proving the 
correctness of a physician’s estimate of life expectancy of a person who 
was seriously ill on the material date, the proximity of the date of death 
to the estimated date is most persuasive.’* A party is precluded from 
establishing, however, that a life terminated within a period which was 
smaller than that predicted by life expectancy tables where there did 
not exist on the material date conditions which would warrant the con- 
clusion that a sharp variation from the average must be anticipated.’ 
Thus far, the cases support the view that only knowledge available on 
the date in issue is material to the determination of fair market value. 

When the cases relying upon intrinsic value for proof of fair market 
value are examined, however, a different rule emerges. These decisions 
are in accord in permitting the use of events subsequent to the material 
date to resolve a doubtful issue known to exist on that date. For example, 
the questions whether notes which are unmatured on the date in issue 
will be paid at maturity,”° or what performance will be required under a 


15 Compare Estate of A. Plumer Austin, 10 B.T.A. 1055 (1928) with Abraham Fischer, 
9 B.T.A. 1314 (1928). In both the price sought to be used was obtained from a sale 
occurring six months after the material date. It was permitted in the latter where no 
intervening change in circumstances had occurred, but refused in the former where it had 
occurred. In Buena Vista Land & Development Co. v. Lucas, 41 F.2d 131 (9th Cir. 1930), 
the Court stated that a subsequent price was prima facie evidence of the value of rights 
owned on the material date, even though serious litigation being conducted on the earlier 
date had been resolved before the sale occurred. However, the result of the decision 
was not to refuse use of the sale price but only to require the Board of Tax Appeals to 
evaluate the effect of the litigation on the value. 

16 Anson Evans, Tr., 29 B.T.A. 710 (1934). 

17 James Couzens, 11 B.T.A. 1040 (1928) (the Board of Tax Appeals was ascertaining 
intrinsic value of stock). 

18 Huntington Nat. Bk., 13 T.C. 760 (1949) ; Estate of John H. Denbigh, 7 T.C. 387 
(1946). 

19 Estate of Laura N. Kirkwood, 23 B.T.A. 955 (1931). 

20 Whitlow v. Comm’r, 82 F.2d 569 (8th Cir. 1936); Doric Apt. Co. v. Comm’r, 94 
F.2d 895 (6th Cir. 1938); Teck Hobbs, 26 B.T.A. 241 (1932); William Parris, 20 
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guaranty,”’ may be resolved by resort to the later actual experience. The 
problem remains how far reliance upon subsequent events may be carried 
in determining the intrinsic worth of a business. A change in general 
business conditions may not be related back to the material date under 
the authorities,” but if a problem or difficulty existed on that date, it may 
be evaluated by hindsight.** 

May these relaxations of the rule be justified as affording means to 
ascertain the material facts? Certainly not in the cases dealing with the 
valuation of notes and guaranties and the effect of business difficulties. 
However much the definition of fair market value may require the use 
of material facts, it must be taken as speaking of those facts which could 
have been known on the material date. That date would become imma- 
terial if what is authorized is an accurate look into the crystal ball. 

A comparison between the handling of life expectancy tables and the 
remaining doubtful issues is enlightening in the search for an explana- 
tion of the rules. A life expectancy table is itself a method of resolving 
doubtful issues. If a party could avoid their use by resort to hindsight 
where the event could not have been predicted on the material date, the 
tables would operate unfairly in deciding the entire run of cases. Taking 
all of the cases as a class, the aggregate result under the expectancy table 
conforms substantially to what would obtain if the facts were actually 
known in advance. If a substantial group of cases is to be extracted and 
decided upon the basis of the actual resolution of the probabilities in those 
cases because the trial occurred subsequent to that resolution, there will 
no longer be equality of treatment among the litigants. The difference 
in result thus caused would not rest upon a justifiable difference in con- 
dition. The Bureau, which is a party in all the cases, has an interest in 
avoiding distorted results in each of them. Hence, the decisions are sound 
in barring the admission of hindsight except where the facts on the ma- 
terial date were so extreme in their departure from the normal that a 
more accurate prediction could have been made by disregarding the 
tables. 

Where the situation is dominated by some existing and obvious doubt 
and where facts cannot be found to narrow the probabilities, no method 
other than sheer guessing is available. In valuing an established business 
the current sales and earnings figures can yield greater accuracy. Ho.- 
ever, the issue whether a note will be paid or whether a performance will 


B.T.A. 320 (1930); Wray-Dickinson Co., 6 B.T.A. 269 (1927). Contra: Schnorbach 
v. Kavanagh, 102 F.Supp. 828, 838 (W.D. Mich. 1952). 

21 Schuh Trading Co. v. Comm’r, 95 F.2d 404 (7th Cir. 1938). 

22French Dry Cleaning Co. v. Comm’r, 72 F.2d 167 (5th Cir. 1934); Caroline W. 
Edwards, 31 B.T.A. 879 (1934). See note 17 supra. 
23 Stonewall J. Jackson, 37 B.T.A. 1004 (1938). 
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be required under a relatively long guaranty grants wide latitude for the 
hazards of judgment. The rationale for the group of cases involving 
these issues is not that resort must be had under the definition of fair 
market value to knowledge available only after the material dates, but 
that sheer inability to reach an informed judgment compels it. 

Of course, the value so determined is unlikely to be the market price. 
In fact, if a note was paid upon maturity but that fact could not have 
been determined with any degree of assurance on the material date, then 
“of all possible appraisals” ** the face value ‘‘alone was sure to be wrong” 
if market price is what we seek to approach. 


THe MARKET REQUIREMENT 


A tremendous search has been carried on in the cases for willing buyers 
and sellers, and each decision appears content to reach its own conclusion, 
with only rare reference to the reasoning which has been applied and even 
rarer citation of authority. The absence of reasoned opinions makes the 
path through the results precarious, since one eye must always be kept on 
the type of evidence adduced. A determination which may appear to 
follow from the application of a substantive rule of law may turn out to 
be merely the result of a deficiency in proof. 

We start with those cases in which the taxpayer has made no attempt 
to find a purchaser for his property. Instead he presents expert testimony, 
described more fully in the footnote, to the effect that no market exists 
for the property in question or that commercial dealers will not purchase 
it or even that no purchaser would buy that type of property.*” Some of 
the testimony in these cases does not appear to establish the ultimate fact 
that the property could not be sold. For example, to prove that a bank 
would not buy a certain type of note is not to establish that no market 
existed for it. Yet some of the testimony does appear to be adequate— 
such as the proof that no bank would purchase the notes and no other 
party would pay more than a nominal amount for them—if such testi- 
mony will ever be accepted as adequate. In each of the cases referred to 


24 See Guggenheim v. Helvering, 117 F.2d 469, 474 (2d Cir. 1941). 

25 Claim of no fair market value rejected: French Dry Cleaning Co. v. Comm’r, 72 
F.2d 167 (5th Cir. 1934) (witnesses testified that no dealers would purchase securities and 
knew of no sales); Alby W. Stegall, 24 B.T.A. 1231 (1931) (witnesses stated securities 
had no readily realizable value but they had no knowledge of their intrinsic value and a 
banking firm purchased them two years after the material date) ; C. W. King, 20 B.T.A. 
499 (1930) (testified that no market existed for lumber yard received by taxpayer) ; 
Edith A. Logan, 12 B.T.A. 586 (1928) (testified no knowledge of market where a con- 
tract to receive royalties could be sold or its value realized); Old Colony Tr. Co., 12 
B.T.A. 1334 (1928) (testified no bank would buy notes in issue and no other purchaser 
would pay more than a nominal amount); Wray-Dickinson Co., 6 B.T.A. 269 (1927) 
(testified bankers would not even investigate notes to see if they would purchase them). 
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in the footnote, the taxpayer’s claim, that no fair market existed, was 
rejected. In at least two cases, however, on no stronger evidence the 
claims were accepted.”* This, it will be noted, despite the testimony in one 
case that the securities could have been sold at a 60% discount, and, in 
both, that intrinsic value existed. 

From these decisions we may conclude that the judges have disagreed 
on what a willing buyer is, or on how the absence of a willing buyer may 
be proved. If the latter problem is the source of the differences, some 
light may be shed on the issues by next examining the cases in which the 
taxpayers made unsuccessful attempts to dispose of the property being 
valued, all of which had intrinsic value. Again, the taxpayers’ claims 
were accepted in but a few cases.” Among the cases which rejected the 
taxpayers’ claims, a number were predicated upon the unsatisfactory 
nature of the attempted sales.** These may possibly be relegated to the 
deficiencies-in-proof category, although it may be that the stringent evi- 
dence requirements have substantive overtones. Other cases in which the 
taxpayers unsuccessfully alleged an absence of fair market value were 
entirely silent as to their bases,”® but a few did lay down a rule of sub- 


26 Andrew B. C. Dohrmann, 19 B.T.A. 507 (1930) (witnesses stated that securities 
had no market value, banks would not accept them as collateral, and other purchasers 
would demand a 60% discount); Ault & Wiborg Co., 17 B.T.A. 665 (1929) (testified 
that securities had no market value and witness would not sell them as a banker). 

27 Miami Beach Improvement Co., 14 B.T.A. 10 (1928) (tried to sell notes to banks 
but they refused because of their type); Burley Tobacco Co., 13 B.T.A. 892 (1928) 
(could not sell securities; banks would.neither purchase nor accept as collateral) ; cf. 
Walter W. Rose Investment Co., 24 B.T.A. 215 (1931) (Board stated considering demand 
and market for notes, they lacked market value. It is not clear whether any actual attempts 
to sell them were made.) 

28 Shubin v. Comm’r, 67 F.2d 199 (3d Cir. 1933), cert. denied, 291 U.S. 664 (1934) 
(testified mortgage not worth face because offers received were below that amount, and 
attempts to sell at a smaller discount were unsuccessful and, even as collateral, the only 
offer to accept it called for a sharp discount; the taxpayer was uncertain as to the 
year the last offer was made; the testimony is considered unrealistic, probably in the light 
of the intrinsic worth) ; Wells Amusement Co. v. Comm’r, 70 F.2d 208 (4th Cir. 1934) 
(taxpayer’s broker wrote to dealers in speculative paper and its banker wrote to two 
correspondent banks, but neither received any reply; their expression of opinion that the 
notes were worth 25% of face was rejected in favor of a higher figure; the taxpayer 
claimed the notes lacked market value); Lillias Piper, 32 B.T.A. 142 (1935), aff’d, 84 
F.2d 560 (5th Cir. 1936) (unsuccessful attempt to sell mortgage through a jeweler and 
a real estate insurance broker; Board remarked there was no showing of their qualifie~- 
tions or efforts) ; Ellen E. Chambers, 19 B.T.A. 1110 (1930) (witness who testified to 
lack of market value did not know financial standing of mortgagor, nor did a banker 
who refused to accept it as collateral; another banker similarly refused because he 
did not handle the type of paper involved) ; I. N. Burman, 23 B.T.A. 639 (1931) (banks 
refused to discount notes arising from Florida land boom or to take them as collateral; a 
witness stated mortgage notes could not be sold; Board held bank’s refusal may not be 
related to marketability; that these notes might differ from those which could not be 
sold; and no reason was given for the inability to sell the notes). 

29 Estate of Benjamin F. McGrew, 46 B.T.A. 623 (1942) (executor unsuccessfully 
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stantive law: that fair market value does not require the existence of an 
actual market.*® Clearly, a substantive conflict now appears, since this 
rule is inconsistent with those cases which have found that property hav- 
ing measurable intrinsic value had no fair market value. Before we 
attempt to assess this conflict, a few more categories of cases should be 
examined. 

What happens, for example, when the taxpayer has not attempted to 
sell his property, ¢.g., shares of stock, and there have been only occasional 
sales of other shares. Generally, the Tax Court (or its predecessor) has 
avoided the substantive issue by pointing to the intrinsic value as an indi- 
cation that the owners desired to hold the securities and inferring that 
the absence of sales was due to a lack of offers.* In one case, however, 
in which no fair market value was found, reliance was placed upon the 
facts that, aside from two small sales, the only buyers were corporate 
officers, and that no market existed for the corporation’s only asset, its 
land.** While it might be argued that the Board of Tax Appeals inferred 
not only an absence of a market for the stock but also an absence of 
intrinsic value, still the land must have had some value. This decision 
seems to assume that an active market is a prerequisite for the existence 
of a fair market value. 


attempted to sell bonds; they were exchanged for stock in a reorganization and the stock 
could not be sold; Board held opinion and attempt failed to overcome Commissioner’s 
determination) ; Eleanor Lansburgh, Admx., 35 B.T.A. 928 (1937) (111 banks and in- 
surance companies refused to accept stock as collateral, and no other stockholder in 
corporation would buy it; but executrix personally acquired it at auction) ; Ives Dairy, 
Inc., 23 B.T.A. 579 (1931), aff'd, 65 F.2d 135 (Sth Cir. 1933) (practically no market for 
mortgage notes; bank would take as collateral only if endorsed). 

80 Whitlow v. Comm’r, 82 F.2d 569 (8th Cir. 1936) (“Fair market value is a term 
and a measure long used in the law as applicable to property having no actual current 
market place . . . and this statute uses the term thus broadly.” 572) ; H. H. Blumenthal, 
21 B.T.A. 901 (1930); George P. Fisher, Exec., 3 B.T.A. 679 (1926) (land placed on 
market but no buyers appeared and produced no income. “The value of lands for pur- 
poses of the estate tax cannot be measured wholly by the amount of income produced 
or by the fact that during any given period no one has cared to buy such lands. Lands 
may have a substantial value even though they produce no income and the market for 
their sale has not yet developed. These lands were in and adjacent to a settled com- 
munity, and it is well known that owners frequently hold such lands in anticipation of 
realizing their true value from future sales.” 682). 

81Tnsurance & Title Guarantee Co., 12 B.T.A. 452 (1928); Julius G. Day, Exec., 
3 B.T.A. 942 (1926) (“The evidence . . . does not disclose that any serious effort was 
ever made to sell or buy any substantial amount of the stock, but, on the contrary, the 
stock was closely held and the stockholders evidently were satisfied with their investment.” 
945); J. W. Solof, 1 B.T.A. 776 (1925); cf. Benjamin E. May, 35 B.T.A. 84 (1936) 
(rejected taxpayer’s argument that absence of sales precludes market value, but did not 
indicate reason) ; John J. Flynn, 35 B.T.A. 1064 (1937) (reason that lack of market sales 
may mean owners wanted to hold shares, but here corporation sold large original issue 
at par). 

32 Hugh MacRae, 9 B.T.A. 428 (1927). 
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Typical, too, is the active sale of securities which fail to clear the 
market. A corporation which has been selling shares may still have some 
unsold shares or may be selling them in dribs and drabs.** Perhaps the 
corporation has found buyers but the taxpayer could not.** Or the tax- 
payer may have been unable to find a buyer for a substantial period, 
finally parting with his shares to a buyer not entirely free to reject them.** 
It may also be that shares are being sold but only through dealers or 
salesmen who receive commissions, and that the taxpayer may not be in a 
position to avail himself of this type of market.°* Under these circum- 
stances, the decisions have been sharply divided in result though, again, 
no reasoned opinions appear. At the extremes have been holdings either 
that no fair market existed or that the selling price of the shares which 
were sold constituted that value; others have granted a discount from the 
selling price or have abandoned that price and relied upon intrinsic value. 

The fundamental conflict in these cases revolves about one’s view of 
the proper substantive rule. When we talk of willing buyers and sellers 
in the definition of fair market value, are we referring to actual buyers 
and sellers,*” whose existence is a prerequisite to a finding of fair market 


33 No fair market value: West Point Investment Co., 1 B.T.A. 436 (1925). Establish 
lower price: International Bldg. Co. v. United States, 97 F.Supp. 595 (E.D. Mo. 1951). 
Use selling price as fair market value: Edwin M. Brown, 1 B.T.A. 502 (1925); cf. 
Frank J. Vichek, 7 B.T.A. 1244 (1927) (corporation could not sell all its shares and tax- 
payer accepted some stock in lieu of cash as payment; the Board of Tax Appeals reasoned 
that since he was not obligated to accept the stock, it must have been worth the cash for 
which it was substituted). Cases valuing cemetery land fall into this category since 
sales are made at a price, but all available land cannot be sold at that price except over 
a period of time. Initially, the Board of Tax Appeals used the selling price as the fair 
market value, and was sustained on the theory that substantial evidence supported its 
finding. Elmhurst Cemetery Co. v. Comm’r, 300 U.S. 37 (1937). While some courts 
mistakenly believed that Elmhurst required valuation on that basis (West View Cemetery 
Ass’n v. Comm’r, 95 F.2d 714 (5th Cir. 1938) ), others recognized that the Board was free 
to discount the current sales price. Meadow Land & Improvement Co. v. Comm’r, 124 
F.2d 297 (3d Cir. 1941). 

34 Used corporate selling price: John N. Derschug, 15 B.T.A. 306 (1929). 

35 No fair market value: George H. Wheary, 5 B.T.A. 829 (1926) (creditor took at 
discount in payment of debt). 

36 No fair market value: A. O'Day, 20 B.T.A. 455 (1930) (taxpayer attempted unsuc- 
cessfully to sell); Fruen Investment Co., 2 B.T.A. 542 (1925). Used reduced price: 
Estate of John W. Rapp, 24 B.T.A. 1061 (1931) ; cf. Frederick H. Zeigen, 10 B.T.A. 844 
(1928). Used intrinsic value: Premier Packing Co., 12 B.T.A. 637 (1928). 

37 The following argued that we do: Helvering v. Walbridge, 70 F.2d 683 (2d Cir. 
1934) (held no fair market value existed for an interest in a newly formed partnership 
“for which there were no known buyers, nor any but an imaginary demand.” 685. The 
Court also stated: “Perhaps there need not be a ‘market’ to establish a ‘market value’ 
but there must be some assurance that the value is what a ‘market’ would establish; and 
a ‘market’ itself presupposes enough competition between buyers and sellers to prevent 
the exigencies of an individual from being exploited. It may well imply that the goods 
have several possible buyers, so that a necessitous seller shall not be confined to one; 
and that there are several possible sellers of the same goods or their substantial equivalent, 
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value, or are we merely referring to their putative substitutes, whose 
decisions we are constructing? ** I think it is the latter. 

The consequence of adopting the former position would often be to 
postpone gain or loss until the disposition of the property. This cannot 
be done where the issue is the proper basis, such as the March 1, 1913 
value to determine gain, or the value on any other date to compute de- 
preciation,*® or where gift or estate taxes are involved. It is true, of 
course, that, under the latter construction, there will be cases in which 
postponement will be unavoidable due to an inability to arrive at fair 
market value by any substitute measure. This generally arises now when 
two classes of securities of the same corporation are involved and the 
intrinsic value cannot be allocated between them.*° 

It should be noted that what is postponed is not the tax but a tax, for 
the amount is likely to be different due to differences in the taxpayer’s 
income between the two years, the tax rates, and the change in value of 
the property.* That there should be a different tax imposed in two situa- 
tions similar in all respects except for the existence or non-existence of 
an active market for the property in question appears unwarranted unless 
no substitute measure of valuation exists. As between subjecting a tax- 
payer to the hazards of discovering intrinsic value and creating differences 


so that a hard-pressed buyer shall not have to accept the first offer.” 684). Judge Huxman 
in his dissenting opinion in Texas-Empire Pipe Line Co. v. Comm’r, 127 F.2d 220, 226, 
227 (10th Cir. 1942) agreed that no fair market value existed in the absence of an 
open market, but to him the only consequence was that intrinsic value was used. Thus, he 
did not actually agree, since he rejected only an occasional selling price and found fair 
market value from intrinsic value. 

38 In support of the proposition are: Whitlow v. Comm’r, 82 F.2d 569 (8th Cir. 1936) ; 
First Seattle Dexter Horton Nat. Bk., 27 B.T.A. 1242 (1933), aff'd, 77 F.2d 45 (9th 
Cir. 1935) ; James Couzens, 11 B.T.A. 1040 (1928) (“Here the problem is to determine 
as of a past date the fair market price or value of property the like of which was not 
involved at that time in any transaction, and as to which there was no willing seller or 
willing buyer and no direct evidence of the considerations which would actually have 
moved them to buy or sell such property.” 1162); cf. Security-First Nat. Bank of L. A. 
Exec., 35 B.T.A. 815 (1937) ; Heiner v. Crosby, 24 F.2d 191 (3d Cir. 1928). 

39 See, for example, Davison v. Comm’r, 60 F.2d 50 (2d Cir. 1932) where the taxpayer 
sought exhaustion of a leasehold. A lease and option had been purchased as a unit; the 
Court required that some allocation be made to the lease. That the practicalities enter 
into the problem of postponement may be seen in Stonewall J. Jackson, 37 B.T.A. 1004 
(1938) (need not value stock received on an exchange, since gain or loss can be postponed). 

40 William T. Piper, 5 T.C. 1104 (1945) ; Orvilletta, Inc., 47 B.T.A. 10 (1942); H. A. 
Green, 33 B.T.A. 824 (1935), Commissioner's petition dismissed on his motion, 84 F.2d 
1004 (9th Cir. 1936) ; Edwin D. Axton, 32 B.T.A. 613 (1935); cf. Clements v. Comm’r, 
88 F.2d 791 (8th Cir. 1937) (1912 value at issue). But cf. Plow Realty Co. of Texas, 
4 T.C. 600 (1945) (in absence of facts showing allocation of purchase price between min- 
eral and surface rights in land, allocated all to surface rights, upholding Bureau). 

40a Cf, Robert Lehman, 17 T.C. 652 (1951) (stock, subject to restrictions when re- 
ceived which preclude valuation, does not become taxable in a later year merely because 
restrictions are removed). : 














46 TAX LAW REVIEW [Vol. 8: 


in taxation by eliminating one taxable event (while preserving the basis), 
the former is preferable. 

Guggenheim v. Rasquin“* lends high authority to the position found 
desirable here. At issue in that case was the fair market value of a single 
premium life insurance policy. The Supreme Court sustained a finding 
that the cost, rather than the cash surrender value, was the proper measure 
of a valuation. Referring to the definition of fair market value which, for 
this purpose, was the same in substance as that set forth at the beginning 
of this paper, the Court stated that it “did not establish market price as 
the sole criterion of value.” ** Fair market value covers not only the 
value of parting with the property but “the right to retain it as well” * 
because, for example, of “its investment virtues.” ** The equivalent in 
other forms of property such as realty, securities, and businesses would 
be the intrinsic value. 

If buyers and sellers exist, are they required to meet any qualifications 
before the prices set by them may be used as evidence? At the outset it was 
pointed out that the parties to any trade must deal at arm’s length and in 
an open market. Is there any further requirement indicated by the word 
“willing” ? At one time the Second Circuit Court was disposed to a nega- 
tive reply. “[1I]f the trade goes through at all,” the Court reasoned, “both 
must be willing, and the degree of their reluctance is not a serviceable 
measure.” ** That may be all very well if we are thinking in terms of 
slight degrees of “reluctance,” but the term “willing” has generally come 
into issue only in cases of a sharp departure from sales in the ordinary 
course. A sale which is part of a complete sellout of some activity “* or is 
a forced sale ** is disqualified by the “willing” requirement. In that con- 
text it is entirely practicable from the evidentiary viewpoint to show the 
absence of the requirement, and thus to bar an accidental event, unrelated 
to the taxpayer’s gain, from influencing his tax. Again, an exception is 
made for the organized exchange, where it is not possible to inquire 
whether particular sellers or purchasers were willing. There, however, 
the high degree of organization of the market renders it unlikely that the 
deviation in price caused by sellers or buyers with exceptional motivations 
will be anywhere near as great as would be the case in other types of 
market. 


41 312 U.S. 254 (1941). 
42 Td. at 258, n. 5. 
437d. at 258. 

44 Td. at 257. 

45 Helvering v. Walbridge, 70 F.2d 683, 684 (2d Cir. 1934). 
46 Fred G. Gruen, 1 T.C. 130 (1942). 

47 William Korn, 35 B.T.A. 1071 (1937). 
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Must THERE BE a Fair MARKET PRICE? 


Since the definition of fair market value calls for the price at which 
a trade would occur between willing buyers and willing sellers, etc., it 
might be supposed that no other qualifications exist for an acceptable 
price. At an early date, however, courts were troubled by the word “fair” 
in the phrase, “fair market value.” If the market price was substantially 
below their notion of a “fair” price for the property, then it could not be 
a fair market value. What is a “fair” price, however? Apparently, the 
courts were not traveling in a circle, for intrinsic value seems to have 
been the “fair” value which market price must approach if it, too, is to 
be “fair.” Thus, we have the proposition that if a substantial variance 
exists between market price and intrinsic price, the former must be re- 
jected as the fair market value.** Its source is simply the emotional 
strength of the word “fair.” 

Logically, it would not follow that a fair market value does not exist 
merely because the market price is too high or too low. There might be 
other methods of ascertaining that amount, e.g., by taking the intrinsic 
value itself.t° Some of the earlier cases however, did reach the conclusion 
that no fair market value existed under these circumstances. In them 
the courts reasoned from the Sixteenth Amendment that the receipt of 
property could not be taxed as gain where the market price did not even 
approximate the intrinsic value; °° in effect, the gain under such circum- 
stances had not yet been realized. Nevertheless, it does not follow that a 
taxpayer can avoid the tax by receiving property in place of cash and 
holding on to the property. If he chooses this course, he will be taxed on 
the intrinsic value. However, the justness of taxing him on the intrinsic 
value is based, so the reasoning runs, on his ability to sell the property 
and realize that value. If the market price is substantially below the 
intrinsic value, the conclusion is reached that the taxpayer cannot be 
forced to sacrifice the intrinsic value by selling. Hence, he should not 
be taxed under these circumstances. This conclusion is then stated in the 
form that no fair market value exists when intrinsic value is substantially 
above market price. By another ill-reasoned jump, the rule becomes: Any 
substantial variance either way between intrinsic value and market price 
precludes the existence of a fair market value.™ 


48 Champlin v. Comm’r, 71 F.2d 23 (10th Cir. 1934) ; C. S. Forve, 20 B.T.A. 861 (1930) ; 
Andrew B. C. Dohrmann, 19 B.T.A. 507 (1930) ; George S. Parker, 10 B.T.A. 854 (1928) ; 
Joliet-Norfolk Farm Corp., 8 B.T.A. 824 (1927). For cases holding to the contrary, see 
notes 49 and 54 infra. 

49 This was done in: Security-First Nat. Bk. of L. A., 35 B.T.A. 815 (1937) ; William 
Korn, 35 B.T.A. 1071 (1937) ; cf. Alby W. Stegall, 24 B.T.A. 1231 (1931). 

50 Champlin v. Comm’r, 71 F.2d 23 (10th Cir. 1934) ; O’Meara v. Comm’r, 34 F.2d 390 


(10th Cir. 1929). . 
51In Rogers v. Strong, 72 F.2d 455 (3d Cir. 1934), cert. denied, 293 U.S. 621 (1934), 
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The chain of reasoning examined above may be seen to have some 
extremely weak links. When the receipt of property constitutes gain, the 
ability to sell the asset and realize its market value is not the only reason 
which warrants the imposition of a tax. Another justification is that the 
taxpayer can exploit the valuable right of holding it as an investment 
producing earnings. The forced-sale argument is thus unrelated to one 
of the alternative reasons supporting the imposition of the income tax. 
Its injection is supported only by an equity consideration, that the tax- 
payer may not have funds with which to pay the tax. 

If the taxpayer received the property with the intention of holding it 
as an investment, it is most unlikely that he does not have other funds 
with which to pay the tax. Moreover, from an equity viewpoint, no 
reason appears why he should not be treated as receiving property equal 
in amount to its intrinsic value. 

Where the property was received for other purposes, such as resale, 
it is highly improbable that the taxpayer took it in the exchange at a 
value greater than what could be realized in the market. Thus in these 
situations, even if the tax rested upon his ability to realize the gain, and 
he, in fact, was under compulsion to sell in order to raise funds with 
which to pay the tax, there would be no sacrifice in value on the taxpayer’s 
part, however much the intrinsic value may exceed the market price. 
Where the property is actually sold, it is most likely that, absent a change 
in circumstances between the dates of receipt and sale, the fair market 
value fixed by the courts will be the sales price. 

Thus, the refusal to find complete absence of fair market value merely 
because the property is selling at a heavy discount from its intrinsic value 
does not lead to harsh results, nor is it inconsistent with the theory of 
the imposition of a tax upon the receipt of the property to the extent that 
its ‘‘value’’ exceeds the consideration furnished therefor. Of course, it is 
important to consider how much value ought to be placed upon the prop- 
erty, but that is a different problem. At the moment we are concerned 
only with the issue whether a tax may ever be imposed under these 
circumstances. 

Although the decisions contain no reasoning on these points, there is 
authority for the view that a market price above intrinsic value does not 
preclude the former from constituting the fair market value.®? Indeed, 
unless the taxpayer can show that he could not have realized the higher 


the Court held that the District Court might properly value a security listed on a stock 
exchange at a value below the market price where on the material date the market was 
at the height of the boom. 

52 Estate of Leonard B. McKitterick, 42 B.T.A. 130 (1940) ; Edwin M. Brown, 1 B.T.A. 
502 (1925). 
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market price,” no justification appears for a contrary result. Some de- 


cisions have accepted the market price as fair market value even though 
it was substantially below fair market value,** again without discussing 
the issues raised here. It will be noted that those cases which accept 
intrinsic value as the fair market value °° when market price is substan- 
tially lower are even less favorable to the taxpayer who is being taxed 
upon the receipt of property. 

Although the kinship cannot be traced directly in the cases, it is most 
probable that the same attitude which led some courts to find that no 
market value existed when the market price was substantially below in- 
trinsic value also led them to find an absence of fair market value when 
actual willing buyers could not be found. I have rejected both views, be- 
cause of the practical consequences flowing from postponement of the 
imposition of any tax. 

If the issue is the proper basis or the value for gift or estate taxes, the 
fair market value cannot practicably be ascertained at some later date. 
Whatever date is material, there is no assurance that the property will ever 
sell at its intrinsic value in substantial volume. Hence, postponement is 
not the royal road to realization of intrinsic value. Not only are the 
arguments in favor of postponement unsound, but, if they were sound, 
postponement would give no assurance of meeting the objections raised. 
Under these considerations, postponement of the tax should be rejected. 


MarKeET Factors AFFECTING FAIR MARKET VALUE 


Having concluded that a fair market value should be found regardless 
of the absence of actual buyers and of the variance between market pricc 
and intrinsic value, I shall consider how these factors may affect the 
amount of the fair market value. 

Fractional interests in realty. In a number of cases the courts have 
considered the value of fractional interests in realty. Taxpayers have 
often argued that a fractional interest is worth less than a pro rata share 
of the market value of the entire property. In support of this position 
they point to the division of control and management which prevents the 
owner of a fractional interest from pursuing his own policies, and to 
the cost of a partition action if the disagreement among the co-owners 
should become strong. Discounts from the pro rata value have been 


53 Such facts appeared in: Mary A. B. Laird, 38 B.T.A. 926 (1938); Calvin Crouse, 
11 B.T.A. 1327 (1928). In these cases the fair market value was fixed below the market 
price; the Board of Tax Appeals did not hold that fair market value was absent. 

54 Estate of Amy H. DuPuy, 9 T.C. 276 (1947) ; Comm’r v. Robertson, 75 F.2d 540 
(6th Cir. 1935); Edith A. Logan, 12 B.T.A. 586 (1928); cf. Goss v. Fitzpatrick, 97 
F.Supp. 765 (D. Conn. 1951). 

55 See note 49 supra. 
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refused in those cases in which the taxpayer had presented only expert- 
opinion testimony in support of his contention,®* but they have been al- 
lowed where proof of a market practice of granting these discounts had 
been adduced.*’ Thus in this area, the courts have been reluctant to value 
property below what the co-owners could receive for it on a sale and below 
what the property was usually worth as an investment, absent cogent 
evidence of separate sales of individual interests at prices below the pro 
rata value. Of course, it is not at all clear that in these examples a vari- 
ance existed between market and intrinsic values, for it might well be 
argued that the intrinsic value of a fractional interest was less than a 
pro rata share of the entire property, for the reasons already indicated. 

Obligations. Occasionally a discount from the face value of an obliga- 
tion has been refused in ascertaining its fair market value for failure 
to demonstrate a reduced intrinsic value,*® but most of the decisions are 
to the contrary.*° They have fixed reduced values on a showing that the 
market price was below the face value, without any proof of an impair- 
ment of intrinsic value. 

Stocks. In the case of stocks, too, fair market values have been fixed 
below what intrinsic value alone would warrant,® and this has been done 
even on the basis of opinion testimony alone without the corroborating 
proof of market price.** Here too, however, the contrary view has some- 


56 Clifford A. Cook, 2 B.T.A. 126 (1925) ; cf. Estate of Bertha Low, 2 T.C. 1114 (1943) 
(fractional interest in mortgage). In the following taxpayers’ opinion testimony was 
refuted by evidence of sales of fractional. interests in realty at pro rata prices: Emilie 
Baer, 3 B.T.A. 881 (1926); Nat. City Bank of N. Y., 2 B.T.A. 696 (1925). 

57 Estate of Sallie H. Henry, 4 T.C. 423 (1944) ; William R. Stewart, Jr., 31 B.T.A. 
201 (1934) ; Estate of Effie Andrews, 13 B.T.A. 651 (1928), aff'd, Andrews v. Comm’r, 
38 F.2d 55 (2d Cir. 1930). 

58 Old Colony Tr. Co., 12 B.T.A. 1334 (1928). 

59 Doric Apt. Co., 32 B.T.A. 1187 (1935), aff'd, 94 F.2d 895 (6th Cir. 1938); Lehigh 
Bldg. Corp., 7 B.T.A. 460 (1927) ; Somers Lumber Co., 2 B.T.A. 106 (1925) ; cf. August 
Belmont Hotel Co., 18 B.T.A. 643 (1930) (no evidence of market discount, but testimony 
on difficulty incurred in selling the type of security involved) ; Calvin Crouse, 11 B.T.A. 
1327 (1928) (testimony that market discount prevailed and that intrinsic value of security 
below market value). 

60 Goss v. Fitzpatrick, 97 F.Supp. 765 (D. Conn. 1951). 

61 Estate of Irene de Guebriant, 14 T.C. 611 (1950) (granted because stock represented 
a minority interest; the corporation was restricted in the investments it could make and 
was subject to freezing controls imposed upon alien controlled interests during the war) : 
Mary A. B. Laird, 38 B.T.A. 926 (1938) (granted because stock had no established 
market and could not be used as collateral; little information concerning it was available 
and a rise in the market price of securities owned by the corporation would not be realized 
due to its policy of holding them for investment) ; Schnorbach vy. Kavanagh, 102 F.Supp. 
828 (W.D. Mich. 1952); cf. Heiner v. Crosby, 24 F.2d 191 (3d Cir. 1928) (found fair 
market value below stock exchange price because paucity of trading precluded obtaining 
control of the exchange) ; Cartier v. Comm’r, 37 F.2d 894 (6th Cir. 1930) (sustained fair 
market value based on intrinsic value but supported it by argument that stock in a close 
corporation is harder to sell at a lower price). 
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times prevailed.* 

Trusts and life insurance. The result has been uniformly against a 
discount, however, in the case of interests in trusts, whether present or 
future.° While discounts were shown to have existed on the market, in 
those cases they were so drastic that the conclusion was reached that only 
persons forced to sell would have accepted them. Similarly, in the case 
of life insurance policies the fair market value is held to be the higher 
replacement cost rather than the lower cash surrender value which would 
be obtained upon a transfer.** 

Rationale. If we are required to assume the existence of willing buyers 
having reasonable knowledge of the available, relevant facts, then, carried 
to its logical conclusion, it is wrong to determine the fair market value 
of property at an amount below the intrinsic value. In the market buyers 
may pay less for a type of note with which they are not familiar or for 
securities in a little known, closely-owned corporation, but the resulting 
discounts are caused by a paucity of willing buyers having the requisite 
knowledge. If no actual buyer would appear, we would nevertheless 
assume the existence of a class of buyers and arrive at a hypothetical 
market price. No reason appears why the presence of one buyer should 
preclude resort to the same process, if we apply the principle to its 
farthermost reaches. 

But should we carry the rule that far? Its initial justification was a 
practical one: to conclude from an absence of actual buyers that no fair 
market value existed would result in the postponement of the imposition 
of any tax, and this could not practicably be done in many cases and 
would lead to undesirable results in others. Now, however, we are con- 
cerned not with the postponement of tax but with its amount, and a new 
set of practical considerations comes into play. Is it equitable to impose 
a tax based upon a value which cannot be realized by the taxpayer? It is, 
I believe, if the property is being held primarily for investment 1.e., for 
the receipt of earnings. That is the situation in the case of interests in 
trusts. Annuities and insurance policies fall within the same class. Where 
property is not so held, however, it seems fair to me that the property 
should be valued at what it will bring in whatever type of market actually 
exists. If sales are being made, it is not likely that the taxpayer will find 


62 First Seattle Dexter Horton Nat. Bk., 27 B.T.A. 1242 (1933), aff’d, 77 F.2d 45 (9th 
Cir. 1935) (held that must assume presence of willing buyer) ; Alby W. Stegall, 24 B.T.A. 
1231 (1931) (witnesses who testified that closely-held, unlisted stock had no readily real- 
izable value, lacked knowledge of intrinsic value). 

63 Security-First Nat. Bk. of L. A., 35 B.T.A. 815 (1937) (future interest) ; William 
Korn, 35 B.T.A. 1071 (1937) (same); Estate of Winifred H. Kinney, 30 B.T.A. 604 
(1934) (present interest). 

64 Guggenheim v. Rasquin, 312 U.S. 254 (1941); Estate of James H. Lockhart, 46 
B.T.A. 426 (1942); Margaret R. Phipps, 43 B.T.A. 790 (1941). ~ 
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buyers who will pay more than the current price, since any purchaser 
willing to undertake the uncertainties feared by the market can obtain 
the discount. However, if there have been no actual sales, the taxpayer 
certainly would not give the asset away; he normally will wait until some- 
one comes along who is interested in the property. Generally, his problem 
is to locate the market, and it is for him to show that a buyer would 
necessarily insist upon a discount. 

In the preceding sections, I have discussed the effect upon fair market 
value of the inability to find a buyer, and of the variance between market 
price and intrinsic value. Now I shall turn to two factors which, it is 
frequently argued, affect the market price and shall endeavor to ascertain 
how they are treated in fixing the fair market value. These are restric- 
tions on the right to transfer property and blockage in the case of securi- 
ties listed on stock exchanges. 

Restrictions on sale. For various reasons, certain types of restriction 
on the disposition of an item of property have been ignored in ascertaining 
its fair market value. One such restriction is a contractual obligation upon 
the owner’s estate to sell to a designated person or group of persons if the 
specified property is held by the owner at the time of his death.* In this 
instance the courts have quite properly reasoned that the major purpose 
of such an agreement relates to estate tax reduction, since the owner 
could avoid the agreement by a transfer prior to death; and the refusal 
to give effect to the price fixed in the contract is designed to prevent tax 
evasion (or unjustifiable tax avoidance). Agreements may also be denied 
weight in determining fair market value, even though they impose genuine 
restrictions. This has been the result where the taxpayer-owner agreed 
to the restriction (barring any sale for a three-month period) as part of 
a plan to raise the market price of the property.” Here, however, the 
rejection was probably based upon evidentiary considerations: if the tax- 
payer thought the restriction would raise the market price, it is scarcely to 
he believed that a discount from the free market price is warranted. 

In other cases the effect upon fair market price of a restriction upon 
sale depends upon proof of the probability that the restriction may actually 
be effective and of the operation of that probability upon the market price. 
If the taxpayer acquires property pursuant to a contract in which the 
seller retains an option to repurchase at a designated price, then, it ‘as 
been held, the fair market value cannot exceed the option price.*’ A 


65 Estate of James H. Matthews, 3 T.C. 525 (1944); Estate of George H. Atkins, 
2 T.C. 332 (1943) ; Clare G. Hoffman, 2 T.C. 1160 (1943). See note 73 infra. 

66 G & K Mfg. Co. v. Comm’r, 76 F.2d 454 (4th Cir. 1935). 

67 Helvering v. Salvage, 297 U.S. 106 (1936). Cf. Harold H. Kuchman, 18 T.C. No. 22 
(1952) (no fair market value because no owner would sell at option price unless under 
compulsion ). 
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fortiori, the contract price has been held to be determinative of the fair 
market value of preferred stock issued by a corporation to its employees 
under a contract which precluded any transfer without the corporation’s 
permission, and which obligated the employee to sell and the corporation 
to buy the securities at book value upon the termination of employment.® 
In these situations the terms of the transaction yielded persuasive assur- 
ance that the contract price would be the amount, or the maximum amount, 
which the taxpayer would in fact receive for his property. 

More frequently litigated are situations in which a proposed sale gives 
rise to prior options on the part of various individuals,” or in which the 
owner may eventually be required to part with the property but at prices 
dependent upon the circumstances requiring the sale.” Where the doubt 
is actually resolved before the trial, the court will accept the fact as having 
been prospectively most probable on the material date ; * but in other cases 
proof as to what is likely to occur must be adduced unless the taxpayer 
is willing to take whatever figure the court may allocate to the depressing 
effect of the restriction.” 

These rules are entirely consistent with the majority view in the cases 
dealing with discounts shown to exist on the market due to the presence 
of undesirable factors. While it generally cannot be shown just how much 
a restriction reduces market value because the restriction itself tends to 
preclude evidence of market activity, there is no doubt that its existence 
does reduce intrinsic value and, a fortiori, justifies the allowance of a 
discount from what would, in its absence, be the fair market value of 
the property. 

A more limited type of restriction bars a sale of the property for a 
specified period of time. While some decisions have ignored this type of 
restriction in fixing fair market value,’* most of them have accorded 
weight even to restrictions which merely barred a public,” as distinguished 


68 Harrison K. McCann, 2 T.C. 702 (1943). 

69 Estate of Ambrose Fry, 9 T.C. 503 (1947) ; Raymond J. Moore, 3 T.C. 1205 (1944) ; 
Halsted James, 3 T.C. 1260 (1944). 

70 Charles T. Kline, 44 B.T.A. 1052 (1941), aff'd, 130 F.2d 742 (3d Cir. 1942), cert. 
denied, 317 U.S. 697 (1943). 

71 Estate of Albert L. Salt, 17 T.C. 92 (1951) (practice also of uniformly exercising op- 
tion) ; Waldemar R. Helmholz, 28 B.T.A. 165 (1933); May v. McGowan, 97 F.Supp. 
326 (W.D.N.Y. 1950), aff'd, 194 F.2d 396 (2d Cir. 1952). 

72 Worcester Cty. Tr. Co. v. Comm’r, 134 F.2d 578 (1st Cir. 1943) (must make some 
allowance in favor of taxpayer for depressing effect of restriction); N. G. Behles, 30 
B.T.A. 1208 (1934) (allowance in favor of Commissioner for depressing effect of 
restriction). 

73 Western Industries Co., 30 B.T.A. 809 (1934); T. W. Henritze, 28 B.T.A. 1173 
(1933) (Board reasoned that taxpayer could not affect his tax by a voluntary agreement 
restricting his right to sell). 

74 Edith G. Goldwasser, 47 B.T.A. 445 (1942). 
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from a private, sale during the contractual period. The prevailing view 
has been divided, however, as to the proper manner to allow for the 
restriction. Some cases have granted an indeterminate discount from the 
free market value in reaching a determination; ** others have resorted 
to intrinsic value ® on the theory, we may suppose, that if the property 
cannot be sold, its investment characteristics constitute the foundation for 
value; while a third group of cases hold that the material date for the 
determination of value is the expiration date of the restriction.” 

There is no question that a restriction upon any sale detracts from 
value. Even if the restricted item is being held for the income yielded, 
the knowledge that a sale (the buyer to receive title at the end of the 
period of restriction) will be difficult in an emergency renders the prop- 
erty less valuable than other assets which yield the same income and are 
free of the restriction. If intrinsic value is the standard used, this con- 
sideration should be taken into account; if fair market value, then a 
discount on the free market price appears appropriate. 

Greater conceptual difficulty exists in utilizing the market price at the 
expiration of the restriction. This solution can hardly be justified as an 
application of the principle of using knowledge subsequently available to 
resolve a doubt existing on the material date, because the free market price 
at the end of the period, reflecting economic conditions at that time, has 
very little to do with the discount from free market price which the restric- 
tion warranted on the material date. The solution also assumes that the 
property was held only for resale- when it may well have had other uses 
and, even under this assumption, overlooks the possibility of selling the 
right to receive title in the future. 

Blockage. The notion that market price should be subject to a dis- 
count or premium when the securities to be valued involve a large vol- 
ume (relative to the volume traded on the market) derives from economic 
theory. This body of theory postulates that at any given time the demand 
for an article generally will be greater and the supply will be lower as 
its price is lower, and that the reverse is the case as its price rises. Thus, 
if an estate owns 10,000 shares of the stock of Corporation X, listed on 
a stock exchange, which had a mean price of 20 on the material date, and 
our rule requires that the fair market value of the shares be fixed at the 
price they would have yielded on a sale, this theory postulates that lad 
these 10,000 shares been offered for sale on the exchange “at the market,” 
a price decline would have been necessary to clear the market. Similarly, 


75 See note 74 supra; Fred L. Dickey, 32 B.T.A. 1283 (1935). 

76 FE. F. Simms, 28 B.T.A. 988 (1933). 

77 Schuh Trading Co. v. Comm’r, 95 F.2d 404 (7th Cir. 1938) ; Propper v. Comm’r, 89 
F.2d 617 (2d Cir. 1937). 
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if an individual on an exchange of property received 10,000 of such shares 
and their fair market value is to be determined at the price at which they 
could have been purchased, this theory forecasts that had they been bid 
for on the exchange “at the market,” a price rise would have been required 
to satisfy the demand. 

In the earlier cases the courts, reluctant to depart from the certainty 
of the exchange price, declined to accept the theory at all. How do we 
know, it was argued, that the reason more shares had not been purchased 
or sold at the prevailing price was simply that additional shares had not 
been offered or bid for? ** Thus a taxpayer, seeking to value shares as 
though they had been offered for sale, was told that he had failed to prove 
that additional orders at the prevailing price had not been hanging over 
the market unsatisfied for lack of orders. If the security were sufficiently 
active in its trading to have a specialist * operating on the exchange in 
question, his books would reveal most of the unfilled bids and orders which 
had been hanging over the market that day. No one as yet appears to have 
offered such evidence at any trial. Practical operation of the exchange is 
sufficiently close to economic theory, however, to lend strong support to 
the conclusions derived by use of the theory. It is true that on any day 
there may be bids (or offers) for execution at not over (or under) a 
designated price. Therefore, it is possible to have unfilled orders of either 
kind at the prevailing market price. These, however, are unlikely to be 
large in volume. Had there been any sizeable volume of bids, some would 
be likely to have been “at the market” and would have elicited an offer 
at some higher price. Generally there will not be a great volume of offers 
or bids at the prevailing price which remain unexecuted. These considera- 
tions do not tell us, however, whether a premium or discount should be 
granted in ascertaining fair market value. 

If the existence of willing buyers and sellers must be assumed, then an 
allowance cannot be made for blockage, which purports to reflect the 
absence of sufficient buyers and sellers. In some of the earlier cases, this 
was one of the reasons assigned for refusing an allowance for blockage.*° 


78 Cecil H. Gamble, 33 B.T.A. 94 (1935) ; Frank J. Kier, 28 B.T.A. 633 (1933). 

79 A specialist on an exchange executes bids and offers for other brokers in the security 
for which he was the specialist. While not all trading is through him, a sufficiently large 
portion is to make his records representative. These are confidential, of course, while 
current, but no reason appears why they should remain so several years after the date 
in question when the issue comes to trial. 

80 Estate of Leonard B. McKitterick, 42 B.T.A. 130 (1940); John J. Newberry, 39 
B.T.A. 1123 (1939). Contra: Henry F. Du Pont, 2 T.C. 246 (1943) ; Estate of Frederick 
Bodell, 47 B.T.A. 62 (1942) (over-the-counter market) ; cf. Mary A. B. Laird, 38 B.T.A. 
926 (1938). In the following cases the selling price of small units of property other than 
listed shares was rejected as determinative of large units where buyers could not be found: 
Mt. Hope Cemetery Ass’n, 37 B.T.A. 671 (1938) (cemetery plots) ; Sunburst Land & 
Investment Co., 17 B.T.A. 577 (1929) (subdivision of land). 
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We saw, however, that the established role of the assumption has been 
to preclude a finding of no fair market value rather than to determine 
the amount of the fair market value. Because blockage is a factor in 
computation of the amount, it ought not to be excluded by any such 
assumption. 

We saw, too, that the price prevailing in an active market is accepted 
as fair market value regardless of variations from intrinsic value and 
regardless of the irrational or fortuitous market factors which may have 
entered into the determination of the price. The justification advanced 
for that result is the actuality of the market price as the determinant of 
what a purchaser would pay and a seller receive for a security. If we are 
valuing a few hundred shares on a day during which thousands were 
traded on the exchange, it is highly likely that the shares could have been 
bought or sold at a price within the day’s range of prices. That is not 
equally true, however, if the shares being valued are greater in number 
than the amount actually traded during the day. The initial support for 
the use of the market price is weakened; an adjustment in that price is 
called for to bring it closer to what could actually be realized upon a sale 
or purchase. 

The court’s advances toward allowing adjustment have been gradual. 
Market price was first ignored, on the indirect reasoning that the pur- 
chaser of a large block of a listed security would investigate more closely 
and would be unwilling to pay in excess of a lower intrinsic value.** When 
the Board of Tax Appeals came.to accept a direct allowance for market 
factors, it did so cautiously in view of the uncertainty of the justifiable 
amount. It is not enough to show that the block involved is large com- 
pared with the volume traded on the material date; it must be large com- 
pared with the volume traded during a reasonable period following the 
material date, generally taken as three months.*? The market price pre- 
vailing during that period is also taken into account.* If the price re- 


81 Estate of Daniel Guggenheim, 39 B.T.A. 251 (1939), aff’d on this point, 117 F.2d 
469 (2d Cir. 1941), cert. denied, 314 U.S. 621 (1941). 

82 Rejected allowance for failure to show that market could not absorb block in reason- 
able period: Lawrence C. Phipps, 43 B.T.A. 1010 (1941) (price rising); Estate of 
Leonard B. McKitterick, 42 B.T.A. 130 (1940) (price declining but trading in 40 days 
following material date larger than block involved) ; John J. Newberry, 39 B.T.A. 1123 
(1939) ; Anita O. Hoffer, 24 B.T.A. 22 (1931) (price rising). A discount was gra.ced 
in Estate of Frederick Bodell, 47 B.T.A. 62 (1942); see also note 83 infra. Proof must 
be adduced on the capacity of the market to absorb the unit in question. That it could not 
be done at one time will not result in an allowance where another period is material. 
St. Louis Union Trust Co., 30 B.T.A. 370 (1934) (attempt by Bureau to obtain blockage 
allowance defeated). In Sewell L. Avery, 3 T.C. 963 (1944), the Court stated that three 
months were not the outside limit of a reasonable period, but it used three months because 
of a price decline thereafter. 

83 See cases in note 82 supra. In the following, price declines following the material 
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mained stable or rose, the court will infer that the block could have been 
sold gradually if the trading volume was large in relation to the block. It 
is not that the market would not actually be affected, but that in view of 
the usual price fluctuations and the doubt as to the effect of gradually 
selling the block, the injury to the party claiming the allowance is not so 
great as to warrant departing from the certainty of the market price. 

In one case the position has been taken that for gift tax purposes the 
intrinsic value is more important than the market price, because a sale 
is not contemplated when the donor makes the gift. On this reasoning, the 
market price supported by intrinsic value has been taken as the best evi- 
dence of fair market value without any allowance for blockage.** Yet this 
followed directly after the decision in the Avery case,** where an allowance 
had been granted under the gift tax, apparently on the basis of the ex- 
perience in a secondary distribution of the same security within two weeks 
following the material date. Hence, despite the language of the opinion, 
the difference in result must be ascribed to the evidence in support of 
blockage allowances in the two cases rather than to any special rule for 
gift tax cases. It is not at all clear, moreover, that gifts of large blocks 
are made with the intent that the donee will continue to hold them as 
investments. 

Another conceptual problem has arisen under the gift tax. A taxpayer 
may make several gifts of blocks of the same security. In ascertaining 
whether an allowance should be made for blockage, are the separate gifts 
to be treated as one block? If our purpose is to determine what the stock 
would actually bring in the market, then it would be more accurate to do 
so. Under the same theory, however, parties should be able to adduce 
evidence of all other gifts, deaths, and exchanges which would require the 
determination of the fair market value of the same security. The fiction 
involved in this procedure is rejected as too far from reality. Hence each 
transaction is treated individually *° in considering its potential effect 
upon the market, apart from all other transactions which might have 


occurred. 
Progressive income tax. As a variation of the usual blockage, it has 


date contributed to the granting of allowances: Sewell L. Avery, 3 T.C. 963 (1944); 


Henry F. Du Pont, 2 T.C. 246 (1943); Safe Dep. & Tr. Co. of Balt., 35 B.T.A. 259 
(1937). In the Avery case the Court was largely influenced by a secondary distribution 
in the security involved within two weeks after the material date which netted the vendor 
14 points under the market on that day; another security whose price also declined was 
not awarded a discount from the market. 

84 Vivian B. Allen, 3 T.C. 1224 (1944) ; cf. John J. Newberry, 39 B.T.A. 1123 (1939). 

85 See note 83 supra. 

86 Lawrence C, Phipps, 43 B.T.A. 1010 (1941); John J. Newberry, 39 B.T.A. 1123 
(1939). ’ 
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been argued that a special blockage allowance ought to be granted where 
large blocks of property can be sold feasibly only as a unit. This would 
apply not so much to listed securities, which can be sold in small lots, as to 
unlisted securities where the purchasers generally want operating control. 
In such a case, it is argued, only a wealthy party can make the purchase, 
and high tax rates render the property less valuable to him. If the market 
for the property consists only of such persons, then, the argument pro- 
ceeds, the property must have a lower market value than if persons subject 
to lower tax rates were potential buyers. 

Of course, since a corporation may also be a prospective purchaser and 
the tax handicap to it of additional earnings is generally far less than to 
an individual, the depressive effect upon value, if it exists at all, would 
be greatly reduced. Moreover, with the numerous mergers which are 
made these days between profitable and non-profitable corporations for 
their mutual advantage, there is a considerable market for both types of 
corporation in a situation in which the high tax rates would have no 
depressing effect. 

There are more basic objections to the thesis. If the sharply progressive 
income tax reduces the value of this prospective income to individuals in 
the higher brackets, then it must reduce the value of all other types of 
income to them. But to credit such reasoning we have to assume that 
this entire group of taxpayers can shift the incidence of the tax by threat- 
ening to transfer or actually transferring their wealth to tax-exempt in- 
vestments, leaving a greatly reduced number of buyers for the taxable 
categories of income. However, the sellers of investments yielding tax- 
exempt income have understood their attraction to the wealthy and have 
garnered the tax advantage by offering a greatly reduced yield as compared 
with taxable categories of property. Thus, the individual in the high surtax 
bracket has already had the choice of low yielding exempt securities or 
higher yielding taxable investments; no device remains by which to pass 
on his tax in the form of reduced purchase prices for assets acquired in 
the future. 

In addition, among many types of property in the non-exempt category, 
the wealthy individual must compete for investments with those farther 
down the income scale and with exempt charities, so that his tax con- 
siderations cannot play a dominant role in setting the market price. Since 
the tax influence must operate uniformly on all types of non-exempt 
property purchased by the wealthy, it cannot have any great effect upon 
those types of investment requiring large units of capital, even if we 
assume they come only from wealthy individuals. 
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Where an organized market exists, the prices which prevail there will 
be accepted *’ in the absence of some special showing which calls for a 
departure. The same result should follow where transfers of similar 
property have been made in substantial quantity in arm’s length sales 
between informed parties. These rules are justified where the property 
is actively traded, because the sales price is an accurate reflection of what 
the property would yield on a sale, and because with respect to most types 
of property price is the decisive consideration. Some question may be 
raised, however, whether the same weight should be accorded to the 
price reported in a few isolated sales, which might not be true indications 
of what the property could bring to a seller or buyer able to await a proper 
offer. 

The cases appear to be influenced largely by the burden of proof. Where 
large variations have existed between intrinsic value, as represented by 
book value and earnings, and the price at which a few sales have occurred, 
the higher, intrinsic value was accepted as better evidence of fair market 
value where that result favored the Commissioner.** Yet, the lower sales 
price was accepted in a case in which the taxpayer had been a party to 
the sales and was seeking to establish a high basis.** In the reverse situa- 
tion in which the sales price was above intrinsic value, the former was 
accepted as the better evidence where the taxpayer sought to establish a 
low market value.®° 

We saw that there need not be market sales, however, in order to fix 
a fair market value. In most cases where there have been no sales, neither 
party makes any attempt to resort to actual market behavior as distin- 
guished from its imputed rational counterpart. It is the latter to which 
reference is had in ascertaining fair market value. 

In arriving at this imputation, the courts sometimes state, in terms of 
the standard, that they are fixing a price which the market would probably 
set,°* or—no more informatively—that they are ascertaining the intrinsic 
worth of the property.*? Other decisions profess to have considered all 


87 Estate of Caroline Spencer, 5 T.C. 904 (1945) ; Vivian B. Allen, 3 T.C. 1224 (1944) ; 
Estate of Millie L. Wright, 43 B.T.A. 551 (1941); Lawrence C. Phipps, 43 B.T.A. 1010 
(1941) ; Estate of Leonard B. McKitterick, 42 B.T.A. 130 (1940) ; Estate of Archibald M. 
Chisholm, 37 B.T.A. 167 (1938) ; Cecil H. Gamble, 33 B.T.A. 94 (1935) ; John J. New- 
berry, 39 B.T.A. 1123 (1939) ; St. Louis Union Trust Co., 30 B.T.A. 370 (1934) ; Anita O. 
Hoffer, 24 B.T.A. 22 (1931). 

88 Julius G. Day, 3 B.T.A. 942 (1926) ; The Anthracite Trust Co., 3 B.T.A. 486 (1926). 

89 D, W. Cowden, 3 B.T.A. 816 (1926). 

90 Fred G. Gruen, 1 T.C. 130 (1942) ; George P. Fisher, 3 B.T.A. 679 (1926). 

91 Houghton v. Comm’r, 71 F.2d 656 (2d Cir. 1934). 

92 Helvering v. Kendrick Coal & Dock Co., 72 F.2d 330 (8th Cir. 1934) ; Champlin v. 
Comm’r, 71 F.2d 23 (10th Cir. 1934); Caroline W. Edwards, 31 B.T.A. 879 (1934) ; 
Homer S. Johnson, 11 B.T.A. 534 (1928) ; George A. Ricker, 10 B.T.A. 11 (1928). 
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relevant economic data—the value of the assets, earnings, competition, 
market trends, management, etc.—without indicating how these factors 
are combined and weighed.** Nevertheless, when evidence of only a few 
elements is presented, we find that some are accepted as a sufficient basis 
of ascertaining fair market value whereas others are not. 

When corporate stock is being valued, the courts frequently say that 
their determination has been based upon the value of the underlying 
assets.°* Sometimes they add nothing-to this sparse bit of information, 
which merely transfers the inquiry from one type of property to another. 
On other occasions, what is being done is more clearly shown. One de- 
cision used the cost of the assets where the value was speculative ; * others 
examined numerous economic factors °° along the lines of the cases de- 
scribed above. 

A number of cases profess to have relied upon earnings and assets of 
a corporation in fixing the fair market value of its stock.**’ These, of 
course, are the most important factors in any analysis which weighs all 
of the relevant data. It is not always possible, however, to tell on what 
basis the value of the assets was fixed, though one decision ** does inform 
us that it utilized the amount which the property would realize upon a 
sale—an excessively low basis. Other decisions have used a combination 
of book value and earnings,*® on the theory that book value would ordi- 
narily represent going concern value but that if the business were poorly 
run or adversely affected by external conditions or if it had great success, 
the earnings would furnish an adjustment. Earnings and dividends alone 
have also formed the basis for determining fair market value.*” 

Book value alone, however, is not generally acceptable, since it repre- 
sents only an historical fact of some undefined type.*” Also in the rejected 


93 The Oak Woods Cemetery Ass’n, 38 B.T.A. 121 (1938), aff’d, 111 F.2d 863 (7th Cir. 
1940), cert. denied, 308 U.S. 616 (1939); W. M. Ritter Lumber Co., 30 B.T.A. 231 
(1934) ; Anson Evans, 29 B.T.A. 710 (1934) ; Julius G. Day, 3 B.T.A. 942 (1926). 

94C, A. Bryan, 19 B.T.A. 111 (1930); P. L. Bristol, 10 B.T.A. 306 (1928); Rose C. 
Pickering, 5 B.T.A. 670 (1926). Described as going concern value of assets: American 
Trust Co., 13 B.T.A. 105 (1928). Described as fair market value of assets: Nelson A. 
Elsasser, 12 B.T.A. 681 (1928); T. B. Noble, 12 B.T.A. 1419 (1928); Wallis Tractor 
Co., 3 B.T.A. 981 (1926). 

95 FE, F. Simms, 28 B.T.A. 988 (1933). 

96 Daniel N. Gutmann, 38 B.T.A. 679 (1938) ; Maco Stewart, 32 B.T.A. 442 (1935). 

°7 George L. Milton, 17 B.T.A. 380 (1929) ; W. C. Arthurs, 3 B.T.A. 374 (1926) ; Es.ate 
of Jacob Fish, 1 B.T.A. 882 (1925); cf. Howard K. Walter, 2 B.T.A. 453 (1925) (also 
declaration in capital stock tax return). 

98 George L. Milton, 17 B.T.A. 380 (1929). 

99 Estate of Pamelia D. Holland, 47 B.T.A. 807 (1942); Benjamin E. May, 35 B.T.A. 
84 (1936) ; George W. Megeath, 5 B.T.A. 1274 (1927); Grant Trust & Savings Co., 
3 B.T.A. 1026 (1926). 

100 Fidelity Title & Trust Co., 10 B.T.A. 482 (1928), aff'd, 64 F.2d 52 (3d Cir. 1933). 
101 W, M. Ritter Lumber Co., 30 B.T.A. 231 (1934) (Commissioner attempted its use) ; 
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category are reproduction cost less depreciation ** in the case of buildings 
and equipment and local tax assessments of realty.*°* 

While the cases thus reveal a wide range of experience in the methods 
used to ascertain intrinsic value, one decision, James Couzens,'°* does con- 
tain a fine analysis of the factors and of the relative weight to which 
each is entitled : 


Primarily, the earnings are the test of success of the past and the indication 
of the future. The other statistics—of production, sales, etc—and the de- 
scription of the management and its methods and plans, serve to give depth 
and perspective to the earnings. Such other facts help to indicate the safety 
with which the earnings may be relied upon as indicating a normal or healthy 
condition. They are significant not of their own weight or force but only in 
their relation to earnings. 

Expanding production and sales, the constant presence of orders waiting 
to be filled, a quick inventory turnover, might conceivably, each standing alone, 
be of little or no advantage. But when they are shown to be in the hands of 
good managers and have been part of a process which has resulted in large 
and expanding profits they are important. This is likewise true of the tangible 
assets. In a growing business, the purpose of which at the time under con- 
sideration is to make profits rather than to liquidate or to preserve the prop- 
erty, the actual value of the tangible property is relatively unimportant. No 
one would relate the value of the stock to the tangibles, where earnings each 
year are considerably in excess of the entire value of the tangibles, notwith- 
standing depreciation, replacements and additions. In a case where the 
returns on the investment were smaller so that the value of the tangibles 
would to some extent measure the security of the investment, such value 
would have a more prominent place. 


CoNCLUSION 


The formal definition of fair market value is not a source of law in 
the determination of valuation issues, but instead is a framework on which 
the issues and their solutions are fitted. For example, to what extent is 


T. W. Henritze, 28 B.T.A. 1173 (1933) ; Anna S. Richards, 13 B.T.A. 1279 (1928) (tax- 
payer attempted its use) ; Bessemer Inv. Co., 8 B.T.A. 1011 (1927) (with assessed value 
supporting it). It has been used in the case of a corporation erecting one building (Fred- 
erick A. Koch, Jr., 28 B.T.A. 363 (1933) ) and in newly reorganized corporations (Stoll- 
berg Hardware Co., 46 B.T.A. 788 (1942) ; Gillette Rubber Co., 31 B.T.A. 483 (1934) ). 
The former case used the value recorded on the books after reorganization, but the latter 
used the figures on the books prior to the proceeding, a result difficult to justify. 

102 Taxpayer introduced evidence: Huron Building Co., 15 B.T.A. 1107 (1929) ; Tampa 
Elec. Co., 12 B.T.A. 1002 (1928); Red Wing Linseed Co., 5 B.T.A. 390 (1926), petition 
to reverse dismissed, 29 F.2d 253 (8th Cir. 1928), cert. denied, 279 U.S. 860 (1929) ; 
R. H. Soaper, 3 B.T.A. 701 (1926). 

103 Taxpayers’ use: Bessemer Inv. Co. 8 B.T.A. 1011 (1927); George P. Fisher, 
3 B.T.A. 679 (1926) ; William A. Daly, 1 B.T.A. 993 (1925). Commissioner’s use: Tabor 
Mfg. Co. v. Comm’r, 34 F.2d 140 (3d Cir. 1929); American Express Co., 2 B.T.A. 498 
(1925) ; Esther Firestone, 2 B.T.A. 309 (1925). 

1041] B.T.A. 1040, 1170-1171 (1928). 
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knowledge on the part of the parties to a sale a prerequisite to the accept- 
ance of their price as cogent evidence of value in organized and unorgan- 
ized markets? This question could scarcely have been answered without 
weighing practical considerations of which the definition gives no hint. 
The same may be said of issues relating to the absence of buyers, market 
variations from intrinsic value, etc. Although the words contained in the 
rule create semantic or emotional overtones which may influence the out- 
come in some cases, the inquiry is essentially a practical one. And that 
is as it should be, for taxation is an intensely practical enterprise for all 
concerned, and neither the legislature nor the courts should direct detours 
down the blind alley of an abstruse formula. 
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Boot Distributions And Section 112(c)(2): 
A Re-examination 
ARTHUR WITTENSTEIN 


a the promulgation by the Supreme Court of its opinion in Estate 
of Bedford v. Commissioner,’ it has been assumed, without challenge in 
the courts, that any distribution of “other property or money” made by a 
corporation to its shareholders in connection with a section 112 reorganiza- 
tion, out of post-February 28, 1913 earnings or profits of the corporation, 
is automatically taxable to the recipient as a dividend, limited by the 
amount of gain realized and the sum of money or fair market value of 
the property received.* There is, no doubt, ample support for this assump- 
tion in the language of the Bedford opinion. It is the thesis of this paper, 
however, that while the Bedford decision was sound in result as applied 
to its particular facts, the “automatic dividend” interpretation of section 
112(c) (2) announced in that case is erroneous as a matter of statutory 
construction and is without justification as a matter of tax policy. 

The authority of Bedford appears to have survived without limitation 
chiefly through default. In subsequent cases where the facts were within 
the sweeping dividend language of Bedford, counsel have not sought to 
challenge the Bedford reasoning so as to limit the application of that de- 


ARTHUR WiITTENSTEIN (B.A., Columbia University, 1948; LL.B., Harvard Law School, 
1951) is a member of the New York Bar, associated with Lybrand, Ross Bros. & Mont- 
gomery, New York City. 

The author wishes to express his gratitude to Professor Ernest J. Brown, of the Tax 
Department of Harvard Law School, for his valuable criticism of this paper. 

1 325 U.S. 283 (1945), reversing 144 F.2d 272 (2d Cir. 1944), which had reversed 1 T.C. 
478 (1943). 

2T.R.C. §112(c) provides as follows: 


“GAIN FROM EXCHANGES Not SoLety 1n Kinp.— 

“(1) If an exchange would be within the provisions of subsection (b) (1), (2), (3), 
or (5), or within the provisions of subsection (1), of this section if it were not for the 
fact that the property received in exchange consists not only of property permitted by such 
paragraph or by subsection (1) to be received without the recognition of gain, but also 
of other property or money, then the gain, if any, to the recipient shall be recognized, but 
in an amount not in excess of the sum of such money and the fair market value of such 
other property. 

“(2) If a distribution made in pursuance of a plan of reorganization is within the pro- 
visions of paragraph (1) of this subsection but has the effect of the distribution of a taxable 
dividend, then there shall be taxed as a dividend to each distributee such an amount of the 
gain recognized under paragraph (1) as is not in excess of his ratable share of the 
undistributed earnings and profits of the corporation accumulated after February 28, 1913. 
The remainder, if any, of the gain recognized under paragraph (1) shall be taxed as a gain 
from the exchange of property. 63 
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cision, but instead have argued vainly either that no valid reorganization 
took place, or if a reorganization had occurred, that the distribution in 
question was wholly separate and distinct from it. It is the writer’s pur- 
pose in this paper to offer an analysis of section 112(c)(2) that would 
succeed in restricting Bedford to what is believed to be its proper scope. 


THE AUTHORITY OF ESTATE OF BEDFORD v. COMMISSIONER * 


The estate of Edward T. Bedford, who died May 21, 1931, included 
3,000 shares of 7% cumulative preferred stock (par value $100) of the 
Abercrombie & Fitch Company. The executor, pursuant to a plan of 
recapitalization of the company in 1937, exchanged the 3,000 shares of 
preferred stock for 3,500 shares of $6 cumulative preferred stock (par 
value $75), 1,500 shares of common stock (par value $1), and $45,240 
in cash. The recapitalization plan was adopted to clear the corporation’s 
dividend position. The company in earlier years had distributed stock 
dividends in the amount of $844,000 which were charged against surplus 
account. As a result, the company had incurred a surplus book deficit of 
almost $400,000. Because of this deficit, the corporation was prohibited 
by state law from paying out dividends, although for the fiscal year 
ending January 31, 1937 it had net earnings of $309,000. The proposed 
plan was intended to overcome this difficulty by effecting a reduction in 
capital. 

The preferred shares which were exchanged by the estate had a fair 
market value at the time of Bedford’s death of $210,000. The fair market 
value of the securities and cash received on the exchange was $349,740. 
Hence, the gain on the transaction clearly exceeded the cash received. 
The sole question before the Supreme Court, therefore, was whether the 
cash distributed was taxable to the estate as a dividend under section 
112(c) (2) or merely as capital gain under section 112(c) (1). The Tax 
Court had sustained the determination of the Commissioner that the cash 
was taxable as a dividend. The decision was reversed by the Court of 
Appeals. It was agreed by the parties in the Supreme Court that for 
federal tax purposes the company had post-lebruary 28, 1913 earnings 
and profits in excess of the distributed cash at the time of recapitalization.* 

The Bedford exchange of preferred stock for preferred and comnion 


8 For an excellent analysis of the Bedford litigation and some problems raised by the 
decision, sce Darrell, The Scope of Commissioner v. Bedford's Estate, 24 Taxes 266 
(1946). 

4 The cash paid out on the exchange was at the rate of $15.08 per share on the old 7% 
preferred. Back dividends on these shares amounted to $36.75 per share. As a result, it 
seems correctly to have been assumed that the cash received was not in excess of the 
shareholder’s ratable share of the undistributed earnings and profits of the corporation. 
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stock of the company was clearly within section 112(b) (3) of the Code, 
hence that aspect of the transaction was non-taxable. The fact that cash, 
in addition, was received upon such exchange made section 112(c) (1) 
directly applicable. The controversy therefore turned on the question 
whether the distribution also fell within the confines of section 112(c) 
(2) as having “the effect of the distribution of a taxable dividend.” 

The taxpayer argued that the distribution did not have the effect of a 
taxable dividend but rather, since there was a reduction in the capital of 
the corporation, that the effect more nearly resembled that of a partial 
liquidation under section 115(i). It would follow that section 112(c) (2) 
was not applicable, and that the cash distribution was taxable only under 
section 112(c)(1) as capital gain. 

Mr. Justice Frankfurter, for the Court, answered this argument in the 
following manner : 


Respondent, however, claims that this distribution more nearly has the 
ettect of a ‘partial liquidation’ as defined in § 115(i). But the classifications 
of $115, which governs ‘Distributions by Corporations’ apart from reorgan- 
izations, were adopted for another purpose. They do not apply to a situation 
arising within § 112. The definition of a ‘partial liquidation’ in $115(i) is 
specifically limited to use in $ 115. To attempt to carry it over to § 112 would 
distort its purpose. That limitation is not true of §115(a) which defines 
‘dividend’ for the purpose of the whole title. Accordingly, this definition is 
infused into § 112(c) (2). Under § 115(a) a distribution out of accumulated 
earnings and profits is a ‘dividend,’ thus confirming the conclusion that a 
distribution of earnings and profits has the ‘effect of the distribution of a 
taxalle dividend’ under § 112(c) (2).° 


It is to be emphasized that the estate did not argue that the cash dis- 
tribution should have been treated as a section 115 partial liquidation. 
The estate’s argument was in reality two-fold. It suggested, in the first 
instance, that a partial liquidation was one “effect”’ that a cash distribution 
might have other than that of a taxable dividend. The estate then argued 
that this particular cash distribution did have the effect of a partial liquida- 
tion as defined in section 115(i). The Court never reached the second 
part of the taxpayer’s argument. What the Court said was that for the 
purpose of construing the provisions of section 112, the concept of a 
partial liquidation was simply not admissible. 

In asserting the non-admissibility of the concept of a partial liquidation 
to a situation arising within section 112, it would appear that the Court 
overlooked some highly pertinent language in section 115(c) : 





DIsTRIBUTIONS IN LiguipaTIon.—Amounts distributed in complete liquida- 
tion of a corporation shall be treated as in full payment in exchange for the 


5 325 U.S. 283, 291-292 (1945). 
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stock, and amounts distributed in partial liquidation of a corporation shall be 
treated as in part or full payment in exchange for the stock. The gain or loss 
to the distributee resulting from such exchange shall be determined under 
section 111, but shall be recognized only to the extent provided in section 112. 


The last sentence of the quoted statutory language seems clearly to con- 
template that section 115 partial liquidations will sometimes be within 
the compass of section 112. When they are, the distributee is to be taxed 
to the extent that gain or loss is recognized under the latter section. By 
prescribing how partial liquidations, which fall within section 112, are 
to be taxed, this provision would seem to dispel the notion that the partial 
liquidation concept has no application to section 112 transactions. 

In this connection, the Court’s categorical assertion that the dividend 
definition of section 115(a) is “infused” into section 112(c) (2), to the 
exclusion of all other classifications of section 115, appears to be artificial 
and unsound. First it must be pointed out that section 115(a) sets forth 
two alternative earnings tests, while section 112(c)(2) contains only the 
test of accumulated earnings, presumably excluding thereby the current 
earnings and profits test.° If this difference in statutory language is to 
be respected, it would seem clearly to negative the Court’s assertion that 
section 115(a) “defines” dividend for the purpose of section 112(c) (2). 

Assuming, however, that section 115(a) is infused into section 112, it 
is difficult to see how the following subsections, which modify it, are not 
also infused into section 112. Section 115(b) serves to lay down the rule 
as to the source of distributions. And section 115(c) is a qualification of 
the general dividend rule of section 115(a) with respect to distributions in 
liquidation. Section 115(i) merely defines partial liquidation for purposes 
of section 115(c).’ This statutory argument gains support by reason of 
the fact that it accords with common understanding of the meaning of 
“dividend.” As Darrell has pointed out, “A dividend as commonly under- 
stood and as clearly contemplated by section 115 does not necessarily 


6 But cf. Vesper Co. v. Comm’r, 131 F.2d 200 (8th Cir. 1942), where it was held that 
section 115(g) which, like section 112(c) (2), refers only to accumulated earnings and 
profits was applicable in the case of a corporation with an accumulated deficit but with 
earnings and profits for the current year. It is not clear whether this decision is followed 
by the Bureau. Surrey AND WARREN, FEDERAL INCOME TAXATION 894 (1950). 

7In the Bedford case itself, moreover, it was argued by the estate in the Tax Court 
that the cash distribution did not have the effect of a dividend under section 112(c) (2), 
since the corporation had no earnings or profits, the taxpayer pointing to the corporate 
book deficit of almost $400,000. The Tax Court quite properly rejected this argument by 
citing section 115(h), which provides that earnings and profits shall not be regarded as 
diminished by reason of the distribution of tax-free stock dividends. The estate did not 
renew this argument in the Supreme Court, but had it done so, presumably the Supreme 
Court would likewise have been obliged to invoke section 115(h) in order to hold under 
section 112(c) (2) that the cash distribution had the effect of a dividend. 
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include everything that is distributed to a shareholder which could have 
been paid out as a dividend. It does not include accumulated earnings 
distributed in a bona fide liquidation.” * This is also the position taken 
in the regulations, which specifically state that the term “dividend” does 
not include a distribution under section 115(c).® It is submitted that the 
view of the Court, which attributes to every distribution of earnings and 
profits the effect of a dividend, is opposed to the intendment of the 
statutory scheme and divorced from the reality of ordinary informed 
understanding. 

Furthermore, it must be noted that at the time the “effect” language 
of section 112(c) (2) was enacted in 1924,*° “the essentially equivalent to 
the distribution of a taxable dividend” language of section 115(g) had 
already been in the statute for three years." This appears to have an im- 
portant bearing on the meaning of section 112(c)(2). An examination 
of the latter, in the context of its legislative history, throws a good deal 
more light on the correctness of the Court’s conclusion. 

Section 112(c) (1) provides that where boot is received on an otherwise 
tax-free exchange under section 112, the boot is taxable to the extent of 
the gain. Except for the amount received as boot, the taxpayer is treated 
as retaining his original investment, and no tax is imposed on that aspect 
of the transaction. But where realized gain on the exchange is in the form 
of cash or other property, the taxpayer has received something distinctly 
separate from his investment, and it is appropriate that he be taxed 
thereon.’? Since the property exchanged by the taxpayer ordinarily quali- 
fies for treatment as a capital transaction under section 117, the boot to 
the extent of the gain is taxed at capital gains rates. Where boot exceeds 
the gain, however, no tax is imposed on the excess of the boot.** The 
basic characteristic of section 112(c) is that only gain is taxed on an 
exchange. 

Section 112(c)(2) followed section 112(c)(1) by three years and 
was intended to close the loophole whereby corporations could pay out 
their accumulated earnings to shareholders, in connection with a reor- 
ganization, taxable to shareholders only at the low capital gain rates. 
Section 112(c)(2) provided, therefore, that where a boot distribution 
in reorganization had the effect of a dividend, it was to be taxed as a 
dividend and not as capital gain. The dividend treatment, however, was 


8 Darrell, supra note 3, at 273. 

9 Reg. 111, Sec. 29.115-1 (1943). 

10 Revenue Act of 1924, Sec. 203(d), 43 Stat. 257 (1924). 

11 Revenue Act of 1921, Sec. 201(d), 42 Srar. 228 (1921). 

12 PauL, StupiES IN FEDERAL TAXATION 46-47 (3d series, 1940); Macttt, TAXABLE 
IncoME 165 (1945); 3 Mertens, Law or Feperat INcoME TAXATION §20.103 (1942). 

18 The excess of boot goes in reduction of basis. I.R.C. §113(a’) (6). 
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confined solely within the limits of the gain realized on the exhange.** 
The House Committee Report, which accompanied what is now section 
112(c) (2), follows: 


There is no provision of the existing law which corresponds to paragraph 
(2) of subdivision (d). This subdivision provides that any amount distributed 
by a corporation in connection with a reorganization which has the effect of 
a taxable dividend shall be taxed as a dividend and not as a taxable gain. 

The necessity for this provision may best be shown by an example: Cor- 
poration A has capital stock of $100,000, and earnings and profits accumulated 
since March 1, 1913, of $50,000. If it distributes the $50,000 as a dividend 
to its stockholders, the amount distributed will be taxed at the full surtax 
rates. 

On the other hand, corporation A may organize corporation B, to which it 
transfers all its assets, the consideration for the transfer being the issuance 
by B of all its stock and $50,000 in cash to the stockholders of corporation A 
in exchange for their stock in corporation A. Under the existing law, the 
$50,000 distributed with the stock of corporation B would be taxed, not as 
a dividend, but as a capital gain, subject only to the 124 per cent rate. The 
effect of such a distribution is obviously the same as if the corporation had 
declared out as a dividend its $50,000 earnings and profits. If dividends are 
to be subject to the full surtax rates, then such an amount so distributed should 
also be subject to the full surtax rates and not to the 124 per cent rate on 
capital gain. Here again this provision prevents evasions.'® 


14 The “dividend within gain” aspect of section 112(c) (2) is probably the reason why a 
provision limiting dividend taxation to the individual’s “ratable share” of the accumulated 
earnings was inserted. In a case where the corporation makes a distribution in excess of 
its earnings and profits, the ratable share provision serves to avoid the possibility of 
attributing to the individual distributee some additional amount of distributed earnings 
above his ratable share, by reason of the fact that other shareholders may have been 
unable to use up their ratable shares of the earnings because their gains were less than 
their ratable shares. If it were not made clear that the amount taxable to an individual 
could not exceed his ratable share of the accumulated earnings, it might have been 
thought necessary to determine how much of the earnings and profits in effect remained 
undistributed under section 115(h), because no gain was recognized on such amounts, 
and to allocate such amounts among those distributees whose gain was adequate to cover 
such allocation. Such calculations would cause great difficulty because they would involve 
the determination of the extent of the gain to every individual distributee as well as a 
subsequent allocation to those whose gains exceeded their ratable shares. 

The problem still exists in the ordinary case, however, in determining how much the 
corporation’s earnings and profits have been reduced by reason of a distribution falling 
within section 112(c)(2). Under section 115(h) this determination depends on the 
amount of gain recognized to all the individual distributees. The difficulties involved in 
making this calculation for a widely-held corporation are apparent. There is no problem 
of allocation in the case of the corporation, however, since gain in excess of the indi- 
vidual’s ratable share is, under section 112(c) (2), recognized and taxed as gain from the 
exchange of property. 

15 H.R. Rep, No. 179, 68th Cong., Ist Sess. 14-15 (1924). The Senate Committee 
Report is virtually identical. Sen. Rep. No. 398, 68th Cong., Ist Sess. 15-16 (1924). 
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The Report rather clearly indicates that it was the purpose of this 
section to subject to dividend taxation only such distributions as would 
have been taxed as a dividend apart from a reorganization. Where a 
cash distribution would be taxed as a dividend outside of reorganization, 
it is henceforth subject to dividend taxation if made in connection with a 
reorganization. The previous, highly-favored treatment accorded reor- 
ganization distributions is simply ended. There is clearly nothing in this 
history to support the Court’s view that Congress intended to tax as divi- 
dends cash distributions in reorganization which would have been treated 
as partial liquidations if no reorganization had occurred. Certainly the con- 
trary seems true. The legislative intention seems to have been plainly that 
of imposing on reorganization distributions, within a framework of gain, 
tax consequences equal to those imposed on distributions outside of 
reorganization. 

Now, if Congress sought here to impose a dividend tax on distributions 
in reorganization which would have been taxed as dividends if made out- 
side a reorganization, the language of section 112(c)(2) must have been 
intended to incorporate the dividend provisions of section 115. The 
“effect of the distribution of a taxable dividend” phrase in section 
112(c)(2) can refer only to section 115, which defines dividend and 
prescribes the types of distributions which receive dividend treatment.’® 
And the compelling presumption must be that the legislature intended to 
tax as dividends under section 112(c) (2) distributions which would have 
been taxed as dividends under section 115(g) as well as dividends under 
section 115(a). Section 115(g) was enacted for the express purpose of 
preventing evasion of section 115(a), and it is hardly conceivable that 
Congress would not have desired this safeguard carried over with respect 
to distributions made in connection with a reorganization.’ Since the 
“effect” of a distribution falling under section 115(g) is surely the same 
as the “effect” of a distribution under section 115(a), similar tax results 
should be expected to follow under section 112 as under section 115. 

The inference which the writer draws, therefore, from the use of the 
“effect of a dividend” phrase in section 112(c) (2) is that it was employed 
simply as a shorthand expression for including within section 112(c) (2) 
distributions which would have been taxed as dividends either under 
section 115(a) or section 115(g) if made outside a rcorganization.’* 


16 Quaere whether section 112(c)(2) is governed by so much of section 115(a) as 
includes in the definition of a dividend payments made out of current earnings of a deficit 
corporation. Cf. Vesper Co. v. Comm’r, 131 F.2d 200 (8th Cir. 1942). See note 6 supra. 

17 T.R.C. §112(c) (2) was itself enacted for the purpose of preventing evasion of dividend 
taxation. 

18 That section 112(c)(2) seems somewhat broader in terms than section 115(g) is 
consistent with the proposition that it includes it. See also the argument advanced by the 
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This view, unlike that of the Court, seems in harmony with the statutory 
design, the legislative intention as expressed in the Committee reports, 
and the natural reading of the words used in that section. 

Finally, it may be pointed out that the authority of Bedford, as the 
definitive interpretation of section 112(c)(2), is necessarily limited by 
reason of the narrow factual situation presented in that case. The estate, 
it will be recalled, argued that the cash distribution had the effect of a 
partial liquidation rather than a dividend, since it met the test of partial 
liquidation as defined in section 115(i). The Court held against the tax- 
payer by adopting the position that any section 112 distribution of earn- 
ings and profits has the effect of a dividend, because only the dividend 
definition of section 115 is infused into section 112. The Court, however, 
was not faced with a case where a partial liquidation had taken place 
under section 115(c) to which section 115(g) could have no application. 
On the contrary, the cash distribution in Bedford would seem clearly to 
have constituted a type of distribution “essentially equivalent to the dis- 
tribution of a taxable dividend” under section 115(g), as that provision 
has been interpreted by the courts. In the established absence of any con- 
traction or shrinkage in the Abercrombie & Fitch enterprise, the pro rata 
distribution of cash makes it virtually certain that the amounts distributed 
would have been treated as a taxable dividend under section 115(g).”* 

The Court could therefore have rested its decision on the ground that 
the distribution had the effect of a dividend under section 112(c) (2), 
since it would have been treated as a dividend under section 115. Inas- 
much as this more limited ground was available to the Court by reason 
of the special nature of the Bedford facts, it follows that it was unneces- 
sary for the Court to adopt the sweeping position that any section 112 
distribution of earnings has the effect of a dividend, whether or not it 
would have been taxed as a dividend under section 115. The Bedford 
case seems correct in result because the distribution would have had the 
effect of a dividend under section 115(g). The breadth of language in 
that opinion, however, seems to exceed by far the actual requirements of 
the decision and its authority should be evaluated in that light. In short, 


Government in Bazley v. Comm’r, 331 U.S. 737 (1947), that section 115(g) “must be 
read as a gloss on section 112(c) (1).” 

19 Flanagan v. Helvering, 116 F.2d 937 (D.C. Cir. 1940); Stein v. United States, 
62 F. Supp. 568 (Ct. Cl. 1945) ; E. M. Peet, 43 B.T.A. 852 (1941) ; cf. Comm’r v. Babson, 
70 F.2d 304 (7th Cir. 1934), cert. denied, 293 U.S. 571 (1935); Joseph W. Imler, 11 
T.C. 836 (1948) ; Samuel A. Upham, 4 T.C. 1120 (1945); Heber Scowcroft Investment 
Company, 4 TCM 755 (1945) ; John L. Sullivan, 17 T.C. No. 172 (1952). The application 
of section 115(g) to the Bedford distribution would seem even further assured in view 
of the fact that a large part of the company’s capitalization resulted from the issuance of 
tax-free dividends of the redeemed stock. See Flanagan v. Helvering, supra at 938-39; 
E. M. Peet, supra at 858-59. Sce also Reg. 111, Sec. 29.115-9 (1943). 
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the Bedford case dealt only with a distribution, which would have been 
taxed as a dividend under section 115, and not with a set of facts, as in 
Lewis v. Commissioner,”° discussed infra, where the distribution would 
have been treated as a section 115 partial liquidation. 


TuHeE Beprorp RULE IN THE LEwis CASE 


The “automatic dividend” rule of the Bedford case has been applied in 
full force by the courts against every litigating taxpayer who has received 
a “boot” distribution in reorganization out of adequate earnings and 
profits of the corporation.** The most important triumph of the Com- 
missioner, Lewis v. Commissioner, is the main focus of the discussion 
which follows. 

Taxpayers were trustees under the will of John B. Lewis and held all 
the outstanding stock of John D. Lewis, Inc., which was engaged in three 
different lines of business : the manufacture of synthetic resins, the manu- 
facture of chemicals for the textile industry, and the distribution of 
chemicals. In July, 1941 two branches of the business were sold, the 
synthetic resin business for $269,000 and the chemical distributing busi- 
ness for $56,000 plus marketable securities. In December, 1941 the 
Lewis corporation transferred all its assets (mainly the chemical manu- 
facturing business) except cash and securities in excess of $90,000, to a 
new corporation organized by it, in exchange for all the stock of the new 
corporation. On the same day a plan of liquidation of the old Lewis 
corporation was adopted and thereafter carried out, whereby a pro rata 
distribution of all the assets of the old company (consisting of cash, 
securities, and the stock of the new corporation) was made to shareholders 
in complete redemption and cancellation of their stock. The gain realized 
by the taxpayers on the liquidation was $66,107, less than the amount of 
cash received and less than the accumulated earnings and profits. The 
Court upheld the Commissioner’s assertion that the distribution was 
taxable as a dividend under section 112(c) (2) to the extent of the gain, 
relying on the authority of Bedford. 

The taxpayers’ argument in Lewis deserves careful attention. Their 
chief contention was that section 112(c)(2) was not applicable because 
no reorganization had taken place within section 112(g)(1)(d) for lack 
of a valid “business purpose.” They viewed the entire transaction as 
merely one of complete liquidation of the old corporation. No alternative 
argument was made that, if a reorganization should be held to have taken 

20176 F.2d 646 (1st Cir. 1949). 


21 Lewis v. Comm’r, supra note 20; Estate of Hill, 10 T.C. 1090 (1948) ; Isabella M. 
Sheldon, 6 T.C. 510 (1946). See also Rufus Riddlesbarger, 16 T.C. 820 (1951). 
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place, the gain should nevertheless not be taxed as a dividend since it did 
not have the “effect” of a dividend under section 112(c)(2). That the 
Court did not regard the possibility of such a holding foreclosed by the 
Bedford decision is a fair inference from Judge Magruder’s remarks at 
the end of his opinion: 


Once it is decided against petitioners that a reorganization took place, 
petitioners have not argued in the alternative, either here or in the Tax 
Court, that the gain should nevertheless, under §112(c) (2), be treated as 
a gain from the exchange of property (long-term capital gain), and not as 
a dividend. Compare Commissioner v. Estate of Bedford . . . with Darrell, 
The Scope of Commissioner v. Bedford Estate, 24 Taxes 266, 272-73 
(1946). We have not considered this possible alternative treatment of the 
transaction. . . .*° 


The facts in the Lewis case, differing from those of Bedford, would seem 
to have made a Bedford-type argument particularly appropriate in Lewis, 
even more so than in the Bedford case itself. What was the “effect” of 
the Lewis distribution ? 

“The Tax Court in its opinion and the Commissioner in his brief con- 
cede that the effect of these transactions was a partial liquidation.” * 
If that is true, it would follow that, unlike Bedford, where the distribution 
would have fallen within section 115(g) even though there was in fact 
a partial liquidation, no dividend effect could be attributed to the Lewis 
liquidation on that ground, since the distribution in Lewis is manifestly 
outside of section 115(g).** The Lewis distribution resulted from the 
outright sale of two of the three lines of business operated by the com- 
pany. It would indeed be hard to imagine a clearer case of a distribution 
arising out of the bona fide contraction of business operations. In the 
light of the preceding discussion of section 112(c)(2), and particularly 
in view of its legislative history, the conclusion is reached that the Bedford 
rule was erroneously applied to the Lewis facts and that the Lewis dis- 


22.176 F.2d 646, 650 (1st Cir. 1949). 

23 Lewis v. Comm’r, 160 F.2d 839, 843 (1st Cir. 1947). This was the first appeal from 
the decision of the Tax Court against the taxpayers. 6 T.C. 455 (1946). The taxpayers 
had contended that no reorganization was involved in the Lewis transaction but simply a 
complete liquidation of the old corporation. Instead the Tax Court found that a reorgani- 
zation had taken place under section 112 and that the liquidation which had occurred was 
partial rather than complete in nature, in view of the fact that the new corporation con- 
tinued in business. The Court of Appeals subsequently remanded the case to the Tax 
Court for a specific finding on the question whether the transaction had a valid business 
purpose. The finding of a valid business purpose was made in 10 T.C. 1080 (1948) from 
which the second appeal was prosecuted. 

24 Comm’r v. Babson, 70 F.2d 304 (7th Cir. 1934), cert. denied, 293 U.S. 571 (1935) ; 
Joseph W. Imler, 11 T.C. 836 (1948) ; Samuel A. Upham, 4 T.C. 1120 (1945) ; Albert T. 
Perkins, 36 B.T.A. 791 (1937); Heber Scowcroft Investment Company, 4 TCM 755 
(1945) ; John L. Sullivan, 17 T.C. No. 172 (1952). 
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tribution should not have been treated as having the effect of a dividend 
under section 112(c) (2).*° 

There is, however, a peculiar factor operating in the Lewis case which 
may tend to justify the result reached by the Court. Under section 115(c) 
of the Code as it existed from 1934 *° to 1942,” the gain on any partial 
liquidation was taxable in full and was not treated as a long-term capital 
gain. Consequently, if the Lewis distribution were viewed simply as a 
section 115 partial liquidation, the gain would have been taxed in full at 
ordinary rates.** If the transaction should be treated as a reorganization, 
the application of section 112(c) (2) to the distribution produces the same 
result. If section 112(c)(2) were not applied to tax the gain, the tax- 
payer would be taxed on his reorganization distribution only at long-term 
capital gains rates. Since the effect of the distribution is the same in 
either case, a persuasive argument may be made that a taxpayer should 
receive no tax advantage simply by participating in a reorganization. 

This argument, however, for applying section 112(c) (2) does not seem 
to accord with the language of the statute. It apparently requires different 
tax consequences where the gain on a partial liquidation is treated dif- 
ferently under section 115(c) from the gain on the sale or exchange of 
other capital assets.*® The proper remedy for this disparity would seem to 
have been a corresponding adjustment of section 112(c)(1) whenever 
the treatment of gain on a partial liquidation has varied under section 
115(c) from that accorded other capital gain transactions.*° The remedy 
would not seem to lie in calling a distribution in partial liquidation one 
which has the effect of a dividend.** The application of section 115(g) 


25 Tt is not the writer’s intention to enter into the discussion whether the line of cases, 
exemplified by Imler, is the final word in the interpretation of section 115(g) [sce, e.g., 
Bittker and Redlich, Corporate Liquidations and the Income Tax, 5 Tax L. Rev. 437 
(1950) ]. It is believed, however, that if any pro rata distribution short of a complete 
liquidation is entitled to treatment under section 115(c) and is free from the application 
of section 115(g), it is the type of case illustrated by Jinler or Lewis, where there has 
actually been a partial winding up of the business enterprise. 

26 Revenue Act of 1934, Sec. 115(c), 48 Star. 711 (1934). 

27 Revenue Act of 1942, Sec. 147, amending I.R.C. §115(c). 

28 The Lewis distribution occurred in 1941. 

29 Where boot is distributed in connection with a reorganization exchange, section 
112(c) (1) provides that gain shall be recognized to the extent of the boot. Since the 
stock or securities exchanged by the taxpayer normally qualifies for treatment as a capital 
transaction under section 117, the boot, to the extent of the gain, is taxed at capital gains 
rates. In the case of an ordinary partial liquidation, however, section 112(c) has no 
application, and the gain, if any, is taxed in accordance with the provisions of sec- 
tion 115(c). 

30 For a brief historical survey of the treatment accorded partial liquidations, see 
Murphy, Partial Liquidations and the New Look, 5 Tax L. Rev. 73, 74 (1949). 

31 Only the gain is taxed on a partial liquidation, whereas the entire distribution is 
subject to tax in the case of a dividend. ; 
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to the partial liquidation would first be required in order to translate the 
distribution into one having a dividend effect. 

It may have been the factor of full taxation of the gain on a partial 
liquidation that discouraged counsel in the Lewis case from arguing that 
a partial liquidation rather than a dividend was the effect of the distribu- 
tion under section 112(c) (2), distinguishing Lewis from Bedford on its 
facts. It was perhaps feared that if the taxpayer took the position that a 
partial liquidation had taken place, the Commissioner would somehow be 
able to disregard the fact of reorganization and tax the gain in full. 
Indeed, it is possible that the transfer of assets to the new Lewis corpora- 
tion may have been undertaken specifically for the purpose of avoiding the 
full taxation of gain on a partial liquidation. Counsel may have been re- 
luctant, therefore, to advance the argument that the distribution had the 
effect of a partial liquidation, regarding the purported reorganization as 
vulnerable to a business purpose attack. 

Likewise in the Hill case,** the facts of which were somewhat analogous 
to those of Lewis, the taxpayer made no argument that under section 112 
(c) (2) the distribution had the effect of a partial liquidation rather than 
a dividend.*® These have been the only cases involving the application of 
section 112(c)(2) where a distinction from Bedford could have been 
solidly taken on the facts.** Thus, in no case where the distribution would 
not have been taxed as a dividend if made outside a reorganization has 
any court had the benefit of (or passed adversely on) the kind of argu- 
ment suggested here and indicated by Judge Magruder himself in the 
Lewis opinion.» But however justified the apprehension of these tax- 
payers may have been, it is apparent that a taxpayer has nothing to lose 


82 Estate of Hill, 10 T.C. 1090 (1948). Here the stockholders of a family investment 
corporation, upon the adoption of the personal holding company surtax in 1936, decided 
upon a pro rata distribution of the company’s divisible assets. About 56% of the com- 
pany’s portfolio (which produced about 90% of the income) was readily divisible. The 
remaining assets were transferred to a new corporation in exchange for its stock, and the 
stock of the new corporation, together with the divisible assets, was distributed pro rata 
to the shareholders in liquidation of the old corporation. The new corporation continued 
in the investment business. The Tax Court held that the boot, to the extent of the gain, 
was taxable as a dividend under section 112(c) (2). 

33 Estate of Hill, 10 T.C. 1090, 1095-96 (1948). 

84 Cf. Love v. Comm’r, 113 F.2d 236 (3d Cir. 1940); Comm’r v. Owens, 69 F.2d 597 
(5th Cir. 1934) ; Isabella M. Sheldon, 6 T.C. 510 (1946) ; Heatley Green, 1 TCM 297 
(1942) ; H. Y. McCord, 31 B.T.A. 342 (1934) ; John S. Woodard, 30 B.T.A. 1216 (1934) ; 
George Woodward, 23 B.T.A. 1259 (1931). 

35 The page reference in the Darrell article cited in the quoted passage of the Lewis 
opinion, supra 72, contains the suggestion that section 112(c) (2) might not be applicable 
to a distribution in reorganization which is the equivalent of a bona fide partial liquida- 
tion (where there has been a true cutting down or curtailment of the business enterprise). 
In such a case the distribution would apparently be regarded as having the effect of a 
partial liquidation under section 112(c) (2) rather than a dividend. 
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by making this contention now.** With this obstacle out of the way the 
path ahead seems clear for narrowing the Bedford decision to its proper 
scope. 

The conclusion that the Lewis distribution should not have been treated 
as a dividend under section 112(c)(2) would seem to gain support from 
other considerations. Suppose a factual situation like that of Lewis sub- 
sequent to 1941, where instead of a transfer of the remaining operating 
assets to a new corporation, they were simply retained by the old corpora- 
tion, with the proceeds from the sale of the other two businesses dis- 
tributed to the shareholders in partial liquidation. The gain on this dis- 
tribution would be taxed only as capital gain. Should the result be dif- 
ferent where the parties choose to have the corporation transfer some 
assets to a new corporation in exchange for stock? Surely the “effect” 
of the distribution is no different in that case. The difference in result 
which, it is submitted, was required in the Lewis case, arose out of the 
difference in statutory treatment between a partial liquidation and other 
capital transactions.** Where, however, the statutory treatment of both 
types of transaction is the same, similar tax consequences in and out of 
reorganization would seem to be the only equitable result. Instead, the 
Lewis decision serves to produce sharply dissimilar tax consequences de- 
pending upon whether a reorganization has taken place. 

The natural result of the sharp difference in tax consequences in these 
cases is to restrict the flexibility of corporate organization and to impede 
corporate adjustments. No reorganization (of a new-company type or 
otherwise) can now safely be undertaken in connection with a liquidating 
distribution of assets. And for a period of indeterminate length, both 
before and after the actual distribution, reorganization must be eschewed 
in order to avoid the possibility that the distribution and the reorganiza- 
tion will be treated as “steps” in a single transaction.** These considera- 
tions, making for delay and uncertainty, strongly militate against the 
Bedford-Lewis construction of section 112(c) (2).* 


36 The gain on partial and complete liquidation is now taxed in the same way. I.R.C. 
§115(c). 

387 See supra 73. 

38 See Survaunt v. Comm’r, 162 F.2d 753 (8th Cir. 1947) ; Love v. Comm’r, 113 F.2d 
236 (3d Cir. 1940) ; Isabella M. Sheldon, 6 T.C. 510 (1946). Gutkin, Step Transactions in 
PROCEEDINGS OF THE NEw YorK University NINtH ANNUAL INSTITUTE ON FEDERAL 
Taxation 1219 (1951). 

39 If the Lewis distribution should be regarded as having the effect of a complete liquida- 
tion rather than a partial liquidation [cf. I.R.C. §115(i)], section 115(g) would be inap- 
plicable. Reg. 111, Sec. 29.115-9 (1943). However the Lewis distribution is characterized, 
if it has any effect other than that of a dividend, section 112(c) (2) has no application. 
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THE OTHER SIDE OF THE FUTURE 


The possibility of non-dividend treatment for boot distributions which 
would have qualified as bona fide partial liquidations outside of reor- 
ganization has already been discussed. It is now proposed to deal with 
the limitations imposed on the taxing authorities by section 112(c) (2) 
and the possible success that may be achieved by the Bureau in overcoming 
these limitations. 

It will be recalled that the dividend treatment prescribed for boot by 
section 112(c) (2) is limited to the amount of gain realized on the ex- 
change. If the boot exceeds the gain, the excess is not taxed but is applied 
merely in reduction of basis. This is to be contrasted with the treatment 
of cash distributions falling within section 115(g), where the entire dis- 
tribution of earnings and profits is taxable as a dividend. Hence, in a 
case where the boot exceeds the gain, if the Commissioner were able to 
disregard the reorganization and treat the transaction solely as a liquida- 
tion within section 115, the entire cash distribution might be subject to 
dividend taxation under section 115(g). The Commissioner has generally 
been willing heretofore to accept dividend treatment of the gain under 
section 112(c)(2).*° But that an attack on this limitation by the Com- 
missioner may be forthcoming was indicated in a 1949 talk by the then 
Assistant Tax Legislative Counsel of the Treasury: 


[Shareholders] who are in a position to qualify a partial liquidation under 
the provisions of section 115(c), would do well to think several times before 
distributing the company’s assets in connection with a new company reor- 
ganization because of the automatic dividend treatment under section 112(c) 
(2). On the other hand, if there is a grave possibility that the liquidation may 
be handcuffed by the policeman from section 115(g), and the amount to be 
distributed is in excess of the gain which would be recognized under section 
112(c) (2) the Lewis and Hill cases would suggest a new company reorganiza- 
tion so as to insure against all of the boot distribution being taxed as a 
dividend. 


40 This was true in the Lewis and Hill cases, where boot exceeded the gain. The prob- 
lem did not arise in the Bedford, Love, and Heatley Green cases, in which gain exceeded 
the boot. Gain was also in excess of the boot for two of the three taxpayers in the 
Sheldon case. For the other taxpayer, Julia Ludwig, boot exceeded gain. It may be 
significant that the Commissioner sought to tax the distribution as a dividend under 
section 115(a) in that case, although he may simply have regarded the distribution as 
antecedent to and separate from the reorganization. See note 50 infra. 

In the Riddlesbarger case [16 T.C. 820 (1951)] cash and stock of another corporation 
(which represented certain ranch properties of a non-business nature) were distributed 
to the principal shareholder in connection with a purported reorganization exchange. 
The Court disparaged the reorganization and recapitalization devices employed and taxed 
the ranch stock as a dividend to the distributee under section 115. In accordance with 
the Commissioner's deficiency notice, however, the Court apparently applied section 
112(c)(2) to the cash distribution, and the cash was taxed separately to the extent 
of gain only. This difference in treatment was not explained. 
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Since all of this might indicate that the Lewis and Hill cases give the tax- 
payer a choice between section 115(g) and section 112(c)(2), a note of 
caution may be in order. It should be noted that in neither of such cases would 
it have made any difference which section was applied, since the gain recog- 
nized under section 112(c) exceeded the amount of the boot.*? Furthermore, 
the real issue in those cases was not between dividend treatment under sec- 
tion 115(g) as opposed to dividend treatment under section 112(c) (2), but 
between long-term capital gains treatment under section 115(c) and dividend 
treatment under section 112(c)(2). Hence, there is really no assurance that 
the courts or the Commissioner will follow this ‘continuity of enterprise’ 
doctrine in cases which have no other purpose than to avoid the broad dividend 
treatment of section 115(g) by securing limited liability under section 112 


(c) (2). 


A standard technique for invalidating a reorganization is a determina- 
tion that no proper business purpose existed for the transaction. Where 
the only purpose of a purported reorganization would be to secure limited 
liability under section 112(c) (2), instead of full dividend taxation under 
section 115(g), the transaction would obviously be vulnerable on business 
purpose grounds. In such a case the Commissioner would not be bound 
by the gain limitation of section 112(c) (2) and could tax the whole dis- 
tribution as a dividend under section 115. Additional impetus may have 
been given the Commissioner, however, with respect to the application of 
section 115(a) or (g) to a boot distribution in a bona fide reorganization, 
by the case of Bazley v. Commissioner.* 

In the Bazley case, pursuant to a rearrangement of the capital structure 
of a family corporation, the taxpayer exchanged his old par value com- 
mon stock for shares of new no par value common stock plus twenty- 
year ** debenture bonds callable at will. The taxpayer contended that the 
corporation had undergone a recapitalization within section 112(g) (1) 
(E) of the Code, and that the exchange was therefore a tax-free trans- 
action under section 112(b)(3). The Supreme Court, however, sustain- 
ing the determination of the Commissioner, held that no valid reorganiza- 
tion had taken place, and that the debentures were taxable to the recipient 
as a dividend. 

In reaching this result, the Court rejected, without discussion, an 


41 This statement is incorrect. In both the Lewis and Hill cases boot exceeded the 
gain. Also the word “recognized” should apparently be “realized.” 

42 Address by John J. Boland, former Assistant Tax Legislative Counsel, Treasury 
Department, before the Practising Law Institute (1949), reprinted in Surrey AND War- 
REN, FEDERAL INCOME TAXATION 1144 (1950). 

43 331 U.S. 737 (1947). 

44 The opinions of the Supreme Court in the Baslcy case refers to the debentures as 
payable in ten years. In the opinion of the Tax Court [4 T.C. 897 (1945)] and the Court 
of Appeals [155 F.2d 237 (3d Cir. 1946)], where the facts are set forth in greater 
detail, the debentures are described as payable in twenty years. 
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alternative argument advanced by the taxpayer. The taxpayer argued 
that although there might be no valid reorganization there was at any 
rate a tax-free exchange of common stock for common stock under sec- 
tion 112(b)(2). The debentures would then fall within section 112(c) 
(1) as “other property” received on the exchange. Since, by hypothesis, 
no valid reorganization took place, section 112(c) (2) has no application, 
and the debentures are taxable only as capital gain and not at dividend 


rates.*° 
The Government answered this argument in the following terms: 


Section 115(g) speaks of a redemption of stock in such manner as to render 
the transaction the equivalent to the distribution of a taxable dividend. Ob- 
viously such transaction may consist of an ‘exchange’ of securities, and, 
unless section 115(g) be held applicable in such circumstances its provisions 
could be nullified. For, every corporation could, in the guise of a recapitaliza- 
tion similar to the one here, distribute its earnings and profits in the form 
of bonds or other property to its stockholders, who would be taxed on the 
bonds or other property merely to the extent that they reflect capital gain. 
This would mean that all earnings could be distributed in such a manner and 
thus escape taxation of dividends. It seems clear that section 115(a) and (g) 
must be read as a gloss on section 112(c) (1) to require the taxation as divi- 
dends of distributions which are in substance dividends.*® 


The Bazley Court disregarded the exchange without mentioning the tax- 
payer’s argument and taxed the debentures as dividends under section 
115.“ 


45 Brief for Petitioner, pp. 23-34. 

46 Brief for Respondent, p. 34. 

47 In the opinion of the Court as originally issued on June 16, 1947, it was apparently 
recognized that the Bazley transaction might be looked upon as an exchange of common 
stock for common stock with the debentures constituting “other property” received on 
the exchange. After setting forth the conclusion that the debentures were taxable as a 
dividend, the Court’s opinion read: “And the facts would equally sustain the imposition 
of the tax on the debentures as a situation under Section 112(c) (1) where ‘the property 
received in exchange consists not only of property permitted by such paragraph to be 
received without the recognition of gain but also of other property, or money... .’” Subse- 
quently, however, possibly in the realization that the application of section 112(c) (1) 
would result in the debentures being taxable only as capital gain and not as a dividend, 
the Court withdrew the quoted sentence, and by amendment on October 13, 1947 substi- 
tuted the following: ‘And even if this transaction were deemed a reorganization, the 
facts would equally sustain the imposition of the tax on the debentures under Sec. 
112(c)(1) and (2).” This statement may be erroneous inasmuch as the application of 
section 112(c)(2) necessarily implies that the Bazley twenty-year debentures were not 
“securities” within the meaning of section 112(b)(3). This view appears contrary to 
settled authority that twenty-year debenture bonds are “securities.” See Helvering v. 
Watts, 296 U.S. 387 (1935). Conceivably, however, the Court may have had it in mind 
that the Bazley debentures were “virtually cash because they were callable at the will 
of the corporation which in this case was the will of the taxpayer.” [331 U.S. 737, 742, 
(1947)]. See Wolf Envelope Co., 17 T.C. 471 (1951). 

The amended statement that the debentures might be taxed under section 112(c) (2), 





—_— 
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Although the issue here was whether an exchange could be disre- 
garded for the purpose of dividend taxation under section 115, the Gov- 
ernment framed its argument in terms broad enough to include reorgani- 
zations as well. This is evidenced by the reference to recapitalizations in 
the third quoted sentence. The question is raised whether in a case where 
boot exceeds gain the Commissioner can disregard a reorganization and 
the provisions of section 112(c) and tax the entire distribution as a divi- 
dend under section 115. 

The possibility that the Commissioner would be successful in such an 
endeavor seems remote. The Bazley decision disregarded an exchange not 
a reorganization.** None of the judicial gloss that has been thrown 
around reorganizations attaches to exchanges as such. Consequently, it 
would probably be considered a matter of much less moment for a court 
to disregard an exchange than to override a reorganization which quali- 
fied under existing tests. The step from exchange to reorganization may 
be a giant step, and there is no authority which indicates the readiness 
of any court to take it. Besides, it must be recalled that the Bazley opin- 
ion itself contains nothing explicit on the exchange question. The au- 
thority of Bazley on this point simply rests on the inference that the 
Court could not have reached the result it did without disregarding the 
exchange which took place. 

The weakness of an argument that would ignore the provisions of sec- 
tion 112(c)(2), which specifically prescribe how boot distributions in 
reorganization are to be taxed, must be apparent.*® Indeed, in the one 
case which has been found dealing with the possibility of section 115 
dividend taxation of boot in a reorganization, the Court would seem 
flatly to have rejected a section 115 application. In Jsabella M. Sheldon °° 


without any reference to the gain limitation imposed by that section, does not appear 
to be of particular significance. The stipulation of facts filed in the Tax Court in the 
Bazely case indicates that the taxpayer’s gain substantially exceeded the value of the 
debentures received so that the gain limitation of section 112(c) would have no applica- 
tion. (Record on Appeal, pp. 17a, 18a.) The record is more obscure on this point in the 
companion case of Adams v. Commissioner, although it is not clear that the Court's 
dictum was meant to refer to Adams. It seems doubtful, in any event, that this refinement 
received the Court’s consideration. See Nolan, The Uncertain Tax Treatment of Stock 
Redemptions: A Legislative Proposal, 65 Harv. L. Rev. 255, 285 (1951). 

48 Although it was held in the Basley case that no valid reorganization took place, the 
final opinion of the Court simply ignored the exchange. 

49 It would seem no less so in overriding the specific provision of section 112(c) (1) with 
respect to a tax-free exchange involving boot. 

506 T.C. 510 (1946). Here there was a distribution of excess cash and other property 
by a local newspaper corporation prior to its consolidation with another newspaper com- 
pany. The Commissioner argued that the distribution was taxable as a dividend under 
section 115(a). The taxpayers argued that the distribution was in partial liquidation 
under section 115(c). The Court held the distribution taxable as a dividend under 
section 112(c) (2). 
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Judge Opper stated the Tax Court’s position clearly : 


[B]oth parties resort to section 115 for their respective positions and rely 
upon one or another of its subsections to support their divergent views. We 
think that both err in this respect, and that the inescapable characterization 
of this transaction as one covered by the reorganization provisions requires 
that it be dealt with under section 112 and limits any applicability of section 
115 accordingly.” 

This is good authority for the position that the Commissioner will not 
be able to disregard reorganizations at will and proceed under sections 
115(a) or 115 (g) if that would result in a higher tax. 


CONCLUSION 


The “automatic dividend” construction of section 112(c)(2), which 
prevailed in the Bedford and Lewis cases, is erroneous. The “effect of 
the distribution of a taxable dividend” phrase in section 112(c) (2) refers 
to section 115 and its proper interpretation requires a determination 
whether, under sections 115(a) or 115(g), the distribution would have 
been taxed as a dividend if made outside of reorganization. Further, the 
sharp disparity in tax treatment of partially liquidating distributions in 
and out of reorganization is inequitable and likely to impede corporate 
adjustments. An attempt by the Commissioner, on the other hand, to 
override, without statutory amendment, the gain limitations imposed by 
section 112(c) (2) is likely to fail. 


51 Jd. at 517. 








Multiplying Business Corporations And 
Acquiring Tax Losses 


J. H. LANDMAN 


I. has become the fashion again as in the Second World War to multi- 
ply business entities for their respective tax deductions and allowances and 
to acquire losses for their tax minimizing values. This is the natural re- 
action to the increase of the corporate normal tax rate to 30% * and to 
the revival of excess profits taxes.” Corporate effective tax rates now 
range from 30% to 70% ; and individual effective rates rise rapidly from 
a minimum of 22% to a maximum of 88%. 

New corporations offer at least a $25,000 surtax exemption, a minimum 
$25,000 excess profits credit, and among other attractions the bargain ex- 
cess profits tax rates of 5%, 5%, 8%, 11%, and 14% instead of the uni- 
form 30% for each of their first five consecutive years.* These tax advan- 
tages and the encouragement, direct or oblique, of the recently enacted 
sections 112(b)(11) and 15(c) have spurred the multiplication of cor- 
porations. One wonders whether taxpayers are not over-confident in the 
tax-saving assurance that these two new statutes taken literally seem to 
provide. 

Section 112(b) (11), added by the Revenue Act of 1951, has revived 
the tax-free spin-off, a means of multiplying corporations which was 
known to the tax law prior to the Act of 1934. A spin-off occurs when 
a part of the assets of a corporation is transferred to a new corporation, 
and the stock of the latter is distributed to the shareholders of the former 
without their surrendering an equivalent amount of stock in the distrib- 
uting corporation. Spin-offs had appeared to be tax-free transactions 
under section 112(b)(3) or (4). However, they were not conceded to be 
so by the Treasury. Under certain circumstances the Revenue Act of 
1951 made spin-offs tax-free. 


J. H. LanpMan (Pu.D., J.S.D., New York University) is a member of the New York 
Bar, a member of the Income Tax Committee of the American Bar Association, and 
Professor of Tax Law at the New York Law School. 

The author of this article is attorney for the taxpayer in the pending Advance Machinery 
Exchange, Inc. case which is discussed therein. 

1 Sec. 121 of the Revenue Act of 1951; I.R.C. §§13, 201-207, 231(a). 

2 Excess Profits Tax Act of 1950, effective July 1, 1950. 

3 Sec. 501, Revenue Act of 1951; I.R.C. §§13(b), 15(a), (b), 430(e), 431, 445(g), 
462(g). 
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This new law provides for the non-recognition of gain from the re- 
ceipt of stock, other than preferred, in a spin-off, provided the reorganiza- 
tion is not primarily a device for the distribution of earnings and profits 
of a corporation. In a proper case the transaction merely results in a re- 
allocation of tax values of the old stock between the new and the old. The 
relevant statute is effective for taxable years ending after October 20, 1951 
and applies to distributions after that date. 

There are lurking dangers in this statute. Should the distributing cor- 
poration have undistributed earnings, the Treasury is very apt to insist 
that, to the extent of such earnings, the stock received is taxable as a dis- 
tribution in kind. On the other hand, the statute could be made to serve 
the public well where monopolies are required by hostile legislation to 
distribute subsidiary stock, because the distributions would be tax-free 
to the recipients.‘ 

New section 15(c), also supplied by the Revenue Act of 1951, is 
similarly treacherous. By reason of its apparent precision, it too makes 
the multiplication of corporations unduly tempting. A split-up entails 
increasing the number of corporations by creating subsidiaries, dissolv- 
ing the parent, and distributing the stock of the subsidiaries to the stock- 
holders of the parent in exchange for their stock in the latter. On the other 
hand, a split-off involves the same type of transaction except that the par- 
ent is not dissolved. Split-ups had been considered tax-free under section 
112(b)(5). Split-offs, by contrast, while they appeared to be tax-free 
under section 112(b)(3) or (b) (4), have been treated by the Treasury 
as taxable transactions with the distributed stock as dividends. 

The new statute provides that if a corporation transfers all or part of 
its property, other than money, on or after January 1, 1951 to other cor- 
porations created for the purpose of acquiring such property, and if the 
transferor or its stockholders are in “control” of the transferees, then 
each of the transferees shall not be allowed the $25,000 surtax exemption 
or the $25,000 minimum excess profits credit for such year. However, 
if the transferees show by a clear preponderance of evidence that the 
securing of the extra surtax exemptions or tax credit was not a main 
purpose of the split-up or split-off, the transferees will be allowed their 
exemptions and credits. By “control” is meant direct or indirect owner- 
ship of stock possessing at least 80% of the voting power or 80% of the 
value of the stock of the corporation. 

To escape the impact of section 15(c), the following precautions might 
be taken: first, instead of other property as provided in this statute cash 
might be transferred, but it should not be used to buy assets of the parent, 


General Utilities & Operating Co., 296 U.S. 200 (1935); I.R.C. §115(j); Reg. 111, 
Sec. 29.115-10. 
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and second, entirely new principals, including key executives, might be in- 
vited to purchase an interest of more than 20% in the transferees. 

Congress in enacting sections 112(b)(11) and 15(c) at this time 
reasserted its policy previously expressed in sections 45 and 129, that 
taxpayers may not effect tax avoidance by acquiring tax credits and al- 
lowances without other business purposes. Since the enactment of sections 
45 and 129 in 1921 and 1943, respectively, the courts had applied them 
very ineffectually to this problem. Nevertheless, taxpayers should remem- 
ber that sections 112(b) (11) and 15(c) do not repeal or limit but sup- 
plement the provisions of sections 45 and 129, In truth, the Treasury has 
a variety of weapons to wage battle with taxpayers who multiply cor- 
porations for the primary purpose of tax avoidance: they are sections 45, 
129, 22(a), the principle of substance rather than form, as well as the 
new sections 112(b)(11) and 15(c). 

After all that has been said, newly organized corporations, with new 
capital and with their own distinct business purposes, afford the best as- 
surance of retaining the additional surtax exemptions, the excess profits 
credits, and the other tax advantages of new corporations. 

The current clamor for tax economy also has an inverse effect. It 
manifests itself in reducing the number of corporations by inverted 
mergers of profitable enterprises with deficit ones. The wave of acqui- 
sitions of deficit corporations for their operating loss carry-overs and 
excess profits tax credits has taken on such large proportions that it has 
incited inquiry on the part of the Congressional committees. It appears 
that taxpayers who have indulged in these practices have a right to derive 
much comfort from the current tax law on the question.° Only new legis- 
lation can divest taxpayers of these tax-saving devices, unless the courts 
render the Treasury’s battery of sections 45, 129, and 22(a), and the 
principle of substance rather than form, more destructive than in the 
past. In the meantime, businessmen inadequately schooled in the mys- 
teries of tax law, are bewildered as they were in the Second World War 
by the active market for bankrupt corporations reflected in newspaper 
advertisements. 


SecTIon 45 


Section 45 was enacted to prevent inter-company manipulations 
whereby profits and losses are arbitrarily shifted from one business en- 
tity to another. According to its language, it is applicable to any case of 
two or more organizations controlled by the same interests, but only if 


5A. B. & Container Corp. 14 T.C. 842 (1950); Alprosa Watch Corp., 11 T.C. 240 
(1948) ; Stanton Brewery, Inc. v. Comm’r, 176 F.2d 573 (2d Cir. 1949) ; I.R.C. §112(g) 
(1) (A). 











84 TAX LAW REVIEW [ Vol. 8: 


reallocation is necessary to prevent evasion of taxes or to reflect income 
clearly. Where appropriate, it authorizes the Commissioner of Internal 
Revenue to distribute, apportion, or allocate gross income and deductions 
between or among two or more organizations. 

In any attempt, no matter how desirable in business terms, to multiply 
or diminish the number of enterprises, due consideration must be given 
to the possible impaci of section 45 on the inter-company transactions. 
The taxpayer cannnot invoke it for tax relief ; only the Commissioner may 
employ it.° 

Section 45 originated in the Revenue Act of 1921 as part of the con- 
solidation provisions for the purpose of making accurate allocations of 
gains, income, and deductions. To discourage taxpayer demands for con- 
solidation which would offset profitable ventures with deficit ones, the 
Revenue Act of 1928 for the first time separated section 45 from the con- 
solidation provisions. Congress thereafter specifically denied taxpayers the 
privilege of recommending consolidation tax treatment under this statute, 
and denied the Commissioner the authority to effect consolidations in the 
process of implementing this act of Congress.’ Later, having discovered 
that the courts had failed to discourage the acquisition of unjustified 
allowances and deductions, Congress enacted the more specific statute 
(section 129) in the Revenue Act of 1943. Furthermore, section 45 was 
amended in 1944 to authorize the Commissioner to allocate “credits and 
allowances” in addition to gross income and deductions. 

While countless other related taxpayers have felt the brunt of section 
45, about 50 adjudications have been reported involving this statute. 
This small body of judge-made law is significant. It has done more than 
explain the statute. It has practically rewritten the law. Most of these 
cases involve the subdivision of businesses. Whether or not the tax- 
payers had been successful in opposing the attempts made by the Com- 
missioner to reallocate debits and credits turned on whether the courts 
were convinced that business economy and not tax saving was the primary 
consideration. Taxpayers prevailed when they established that the multi- 
plied entities were genuinely separate and distinct enterprises with their 
own separate and distinct business purposes.*® 


6 Asiatic Petroleum Co., 31 B.T.A. 1152 (1935), aff'd, 79 F.2d 234 (2d Cir. 1935) ; 
I.R.C. §45. 

7 Compare Cuba Central Sugar Co. v. Comm’r, — F.2d — (2d Cir. 1952), 4 P-H 
972,534. 

8 Taxpayer victories: Texsun Supply Corp., 17 T.C. 433(1951); Buffalo Meter Co., 
10 T.C. 83 (1948) ; Twin Oaks Co. v. Comm’r, 183 F.2d 385 (9th Cir. 1950), reversing 
P-H T.C. Mem. Dec. 49,067; Standard Fruit Products Co., 8 TCM 733 (1949); Semi- 
nole Flavor Co., 4 T.C. 1215 (1945) ; Barq’s Bottling Co., 5 TCM 505 (1946); Miles- 
Conley Co., 10 T.C. 754 (1948), aff’d, 173 F.2d 958 (4th Cir. 1949) ; Fair Price Stations, 
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Conversely, in a very few cases the taxpayer sought to consolidate the 
incomes of profitable and unprofitable separate entities so as to mini- 
mize the aggregate tax obligations under the earlier revenue acts, which 
permitted taxpayer consolidation recommendations. In all but one of these 
cases the taxpayers did not prevail. The isolated exception is certainly not 
authoritative under the current law.” 

It was in the recent Advance Machinery Exchange, Inc. case that the 
Treasury succeeded under the modern (post-1928) law in effecting what 
is tantamount to a consolidation. The Court of Appeals for the Second 
Circuit telescoped the aggregate incomes of three corporations and a sole 
proprietorship into one of these corporations.*® The Third Circuit Court 
has already found occasion to criticize this decision. Its view is that the 
Tax Court’s decision, which relied on section 22(a) and not on section 
45, was correct. ** 

A third group of section 45 cases involves the issue of the propriety of 
sales and the allocation of income and expenses among related taxpayers. 
In these the taxpayers have won a majority of the decisions.’* 


Inc., 5 TCM 401 (1946) ; John Wachtel Corp., 4 TCM 768 (1945) ; Coca-Cola Bottling 
Co. of Sacramento, 17 T.C. 101 (1951); Ames Theatre Co., 5 TCM 44 (1946) ; Epsen 
Lithographers, Inc. v. O’Malley, 67 F. Supp. 181 (D. Neb. 1946); A. G. Nelson Paper 
Co., 3 TCM 914 (1944) ; W. R. Ross v. Comm’r, 129 F.2d 310 (5th Cir. 1942), reversing 
43 B.T.A. 1155 (1941) ; Briggs-Killian Co., 40 B.T.A. 895 (1939) ; Q. I. Roberts, 8 TCM 
60 (1949) ; Lake Yale Groves, Inc., 10 TCM 553 (1951) ; Estate of Julius Byrne, 16 T.C. 
1234 (1951) ; Burrell Groves, Inc., 16 T.C. 1163 (1951) ; John L. Denning & Co., 7 TCM 
980 (1948), rev'd, 180 F.2d 288 (10th Cir. 1950); Matherne v. Scofield, — F.Supp. — 
(W.D. Tex. 1952), 4 P-H 72,539; Smith-Bridgman & Co., 16 T.C. 287 (1951) ; Chelsea 
Products Inc., 16 T.C. 840 (1951), aff’d, 197 F.2d 620 (3d Cir. 1952); Cedar Valley 
Distillery, Inc., 16 T.C. 870 (1951). 

Treasury victories: W. G. Duncan, 6 TCM 1292 (1947); Forcum-James Co., 7 T.C. 
1195 (1946), remanded, 176 F.2d 311 (6th Cir. 1949) ; Kocin v. United States, 187 F.2d 
707 (2d Cir. 1951); R. O. Hill, Inc., 9 T.C. 153 (1947); Central Cuba Sugar Co. v. 
Comm’r, — F.2d — (2d Cir. 1952), 4 P-H 72,534, modifying and remanding 16 T.C. 
882 (1951). 

® Taxpayer victory: Autocar Co. v. Comm’r, 84 F.2d 772 (3d Cir. 1936), reversing 31 
B.T.A. 361 (1934). 

Treasury victories: Maine Central Transportation Co., 42 B.T.A. 350 (1940) ; National 
Carbide Corp. v. Comm’r, 336 U.S. 422 (1949), affirming 167 F.2d 304 (2d Cir. 1948), 
which reversed 8 T.C. 594 (1947). 

198 TCM 84 (1949), aff'd, 196 F.2d 1006 (2d Cir. 1952), cert. applied for. 

11 Chelsea Products, 16 T.C. 840 (1951), aff'd, 197 F.2d 620 (3d Cir. 1952). 

12 Taxpayer victories: Palm Beach Aero Corp., 17 T.C. 1169 (1952) ; J. E. Dilworth Co. 
v. Henslee, 98 F.Supp. 957 (M.D. Tenn. 1951) ; General Industries Corp., 35 B.T.A. 615 
(1937) ; Comm’r v. Henry W. Breyer, 3 TCM 48 (1944); E. C. Laster, 43 B.T.A. 159 
(1940), aff'd in part, 128 F.2d 4 (5th Cir. 1942); Koppers Co., 2 T.C. 152 (1943) ; 
Welworth Realty Co., 40 B.T.A. 97 (1939) ; Southern College of Optometry, Inc., 6 TCM 
354 (1947) ; Tennessee-Arkansas Gravel Co. v. Comm’r, 112 F.2d 508 (6th Cir. 1940), 
reversing P-H T.C. Mem. Dec. 38,240; Lake Erie & Pittsburgh Ry. Co., 5 T.C. 558 
(1945) ; Waldo B. Russell, 3 TCM 613 (1944) ; Glenmore Distilleries Co., 47 B.T.A. 213 
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The record indicates that the courts have defeated in part the Congres- 
sional purpose of section 45. They have not adequately discouraged the 
existence of corporate and non-corporate enterprises that are not gen- 
uinely separate and distinct business entities. On the other hand, it may 
well be that section 45 has really had greater salutary effect than is mani- 
fest. This might explain the relative paucity of adjudication and the vast 
majority of taxpayer victories made possible by an over-zealous Treasury 
in borderline situations. 

It is particularly significant to observe that the number of decisions on 
the facts involving section 45 has increased of late. It is equally impor- 
tant to note that recently the Treasury has not been relying on section 45 
alone in prosecuting these cases. In Standard Fruit Products Co.,"* Fair 
Price Stations, Inc.,* Buffalo Meter Co.,* Estate of Julins Byrne," 
Cedar Valley Distillery,’ and Shunk Latex Products,’* the decisions gave 
consideration to sections 22(a) and 45 but without avail to the Treasury. 
In Chelsea Products*® and J. E. Dilworth Co.” the Treasury pressed 
sections 45 and 129 and the principle of substance versus form, and was 
just as unsuccessful. In Twin Oaks Co.,”" Coca-Cola Bottling Co.,” and 
Ames Theatre Co.** the taxpayer prevailed on the theory of substance. 
In A. G. Nelson Paper Co.** the taxpayer won despite the charge that 
substance was lacking and that section 45 was applicable. On the other 
hand, the Treasury was successful on the substance theory, without ref- 


(1942) ; Joseph J. Harris, Inc., 5 TCM 480 (1946) ; Essex Broadcasters, Inc., 2 T.C. 523 
(1943). 

Treasury victories: Central Cuba Sugar Co. v. Comm’r, — F.2d — (2d Cir. 1952), 
4 P-H 972,534, modifying 16 T.C. 882 (1951); Asiatic Petroleum Co., 79 F.2d 234 (2d 
Cir. 1935), affirming 31 B.T.A. 1152 (1935) ; Hearst Corp., 14 T.C. 575 (1950) ; G. U. R. 
Co. v. Comm’r, 117 F.2d 187 (7th Cir. 1941), affirming 41 B.T.A. 223 (1940); Grenada 
Industries, Inc., 17 T.C. 231 (1951) ; Gordon Can Co., 29 B.T.A. 272 (1933) ; Birmingham 
Ice & Cold Storage Co. v. Davis, 112 F.2d 453 (Sth Cir. 1940) ; Oppenheim’s, Inc. v. 
Kavanagh, 90 F.Supp. 107 (E.D. Mich. 1950); Hugh Smith, Inc., 8 T.C. 660 (1947), 
aff'd, 173 F.2d 224 (6th Cir. 1949) ; Rota-Cone Oil Field Operating Co., P-H T.C. Mem. 
Dec. 47,215, aff'd, 171 F.2d 219 (10th Cir. 1948); National Securities Corp., 46 B.T.A. 
562 (1942), aff'd, 137 F.2d 600 (3d Cir. 1943) ; Leedy-Glover Realty & Ins. Co., Inc., 
13 T.C. 95 (1949), aff'd, 184 F.2d 833 (Sth Cir. 1950). 

138 TCM 733 (1949). 

145 TCM 401 (1946). 

1510 T.C. 83 (1948). 

1616 T.C. 1234 (1951). 

1716 T.C. 870 (1951). 

1818 T.C. No. 121 (1952). 

1916 T.C, 840 (1951), aff’d, 197 F.2d 620 (3d Cir. 1952). 

2098 F. Supp. 957 (M.D. Tenn. 1951). 

21 183 F.2d 385 (9th Cir. 1950). 

2217 T.C. 101 (1951). 

235 TCM 44 (1946). 
243 TCM 914 (1944). 
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erence in the decisions to section 45, in R. O. Hill, Inc.,”*> Rota-Cone Oil 
Field Operating Co.,”* and W. G. Duncan.** In Kocin** the Treasury 
prevailed with the battery of the substance principle and sections 22(a) 
and 45. 

This situation is ominous. The danger is that a factual position under 
section 45 may be vulnerable under sections 45, 129, and 22(a), and the 
principle of substance versus form, as well as the new sections 112(b) 
(11) and 15(c), jointly and severally. 


SEcTION 129 


During the Second World War, tax minimization was sought through 
the acquisition of deductions and credits. Corporations with large profits 
tried to reduce their tax liabilities by acquiring control of deficit corpora- 
tions with large excess profits credits, deductions, and net operating losses 
and by transferring their profitable operations to them. Deficit corpora- 
tions were advertised for sale in the newspapers and their potential tax 
savings were featured. They commanded prices which were in excess of 
the value of the liquidated assets and were understandable only in the 
light of the potential tax savings. 

As we have seen, the existing section 45 failed to discourage this prac- 
tice. Consequently, Congress deemed it necessary to amend it in 1944, 
and to add section 129 in the Revenue Act of 1943 in order to prevent 
some prescribed methods of evasion or avoidance of income and excess 
profits taxes. This new section authorizes the Commissioner to disallow 
such acquired credits and deductions in part or in whole * on or after 
October 8, 1940, if the control of a corporation is acquired by any person 
or persons, or property is acquired with a favorable carried-over or trans- 
ferred basis, and if the principal purpose of the acquisition is the evasion 
or avoidance of federal income or excess profits taxes. Section 129 was 
enacted to achieve what section 45 had failed to accomplish, 1.¢., to pre- 
clude the acquisition of credits, deductions, and allowances in order to 
avoid income and excess profits taxes. Section 129 did not repeal section 
45; it supplemented it. Hence, in the multiplication or diminution of 
business entities, consideration must be given to both statutes, and particu- 
larly to their applications, among other factors. 

The Report of the Senate Finance Committee on the 1943 Revenue 
Bill, from which section 129 stems, specifically recites that the propriety 


259 T.C. 153 (1947). 

26171 F.2d 219 (10th Cir. 1948). 
°76 TCM 1292 (1947). 

28 187 F.2d 707 (2d Cir. 1951). 
29 Reg. 111, Sec. 29.129-5. 
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of the transfer of property within a controlled or an affiliated group of 
entities is within the purview of section 45.*° Hence, the shifting of assets 
away from the parent into a chain of subsidiaries may properly fall within 
the scope of section 45, not of section 129. 

In the hands of the courts section 129 proved even more futile than 
section 45 to foreclose tax avoidance and evasion by the acquisition of 
credits, deductions, and allowances. For example, a deficit corporation 
acquired dividend-paying stock in exchange for the acquirer’s bonds. The 
dividend income provided revenue for operations, repairs, and improve- 
ments and reduced the personal income taxes of the newly-made bond- 
holder. In the Commodores Point Terminal Corp.** case the Tax Court 
held that the acquisition of income-producing property by a deficit cor- 
poration did not invoke section 129. 

In Alprosa Watch Corp.** the Tax Court propounded even more clearly 
its thinking to the effect that the disallowances under section 129 applied 
to the acquirer rather than to the acquired taxpayer. Even though the 
case involved a fiscal period prior to the enactment of section 129, the 
Court took the opportunity to explain that the purchase of stock in a 
profitable jewelry corporation by an unprofitable glove corporation and the 
transfer of the former’s business to the latter, accompanied by a change in 
name, place of operations, and officers, did not destroy the entity and 
therefore did not invoke the prohibitions of section 129. 

This concept was again endorsed by the Tax Court in A. B. & Con- 
tainer Corp.** A deficit corporation in this situation was permitted to 
use its operating loss carry-overs as offsets against the income from a 
recently acquired partnership. It is significant in this case that the Tax 
Court invoked neither section 129 nor section 45 to arrive at this result. 
It relied on the common law principle that substance and not form governs 
a transaction. 

The courts decided against the Treasury in the following additional 
cases under section 129 because they were able to find a primary business 
purpose rather than tax avoidance or evasion in the business reorganiza- 
tions involved therein. 

In Berland's, Inc.*' section 129 was held inapplicable where the tax- 
payer incorporated 22 of its 51 branch stores with the consequence that a 


80 The technical distinction between control and affiliation is that the former implies 
at least 50% and the latter 95% possession of the total combined voting power of all 
classes of stock entitled to vote or the total value of the shares of all classes of stock 
of the corporation. 

8111 T.C. 411 (1948). 

3211 T.C. 240 (1948). 

33.14 T.C. 842 (1950). 

3416 T.C. 182 (195i). 
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separate excess profits exemption was allowed for each corporation. The 
primary business purpose was the attempt to restrict leasehold liabilities. 

Five wholesale grocery branches were converted into corporations with 
their own respective excess profits exemptions in Alcorn IVholesale Co.** 
The business purposes that justified this multiplication of corporations 
were: to increase the aggregate borrowing capacity of the entire venture, 
to limit tort liabilities for injuries to customers, to permit the selling of 
competitive, exclusively franchised goods, and to eliminate the sales resist- 
ance to absentee-ownership. 

In Chelsea Products, Inc.*° section 129 did not preclude the organiza- 
tion of separate sales corporations out of the parent with their own tax 
deductions where the purpose was primarily a business one. The business 
reasons were: to reduce liability for customer injuries, to increase sales 
through territorial sales agencies, and to economize on freight charges. 
The Treasury in this case urged sections 45 and 129 and the principle of 
substance versus form, but did not prevail on any of these approaches. 

In J. E. Dilworth Co.*" the taxpayer converted a former branch into 
a corporation, in order to be spared the charge of operating as a foreign 
corporation, and prevailed under the same charges. 

A primary business purpose seems to be the requisite insulation against 
the impact of section 129, even though the entity multiplication is second- 
arily prompted by tax saving. It seems that the obvious intent of Con- 
gress in enacting section 129 has been defeated by the courts. Perhaps 
Congress did not anticipate the full extent of man’s ingenuity in lighten- 
ing his tax burden; perhaps Congress used vague statutory language 
intentionally so that the courts might implement its purpose. In any case, 
the decisions have not fulfilled the Congressional intent. 

It must be said, however, on strict construction of the statute that the 
courts have been correct in the interpretation of section 129. In case a 
corporate parent establishes or acquires a number of subsidiaries, even if 
the primary business purpose is denied, the surviving parent cannot be 
deprived of its previous deductions, credits, or allowances under section 
112(b) (11) or section 15(c), although, of course, where certain types of 
corporate reorganization have been effected properly, the earnings or in- 
vested capital credits of the predecessor corporations for excess profits 
tax purposes are allocated among the surviving and successor corpora- 
tions.** The dividend received credit is assured to the parent corporation 
under the aforementioned Commodore’s Point Terminal Corp. case. As 


3516 T.C. 75 (1951). 

36 Chelsea Products, Inc., 16 T.C. 840 (1951), aff'd, 197 F.2d 620 (3d Cir. 1952). 
37 J. E. Dilworth Co. v. Henslee, 98 F. Supp. 957 (M.D. Tenn. 1951). 

38]. R.C. §§461-465, 470, 472. 
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for the subsidiaries, the cases clearly establish that section 129 is not 
applicable to acquired corporations. 

It should be observed that in litigating the cases under section 129, 
the Treasury has invoked on occasion sections 45 and 129 and the sub- 
stance principle. It is equally interesting that the courts have in every in- 
stance contented themselves with relying on the substance principle to 
decide against the Treasury, i.e., that the enterprises involved were genu- 
inely separate and distinct business entities. Whatever the courts’ reason- 
ing, we must note that in every adjudicated case arising under section 
129 the taxpayer prevailed. In Chelsea Products, Inc. and in J. E. Dil- 
worth Co. the Treasury pressed the substance-versus-form principle and 
sections 45 and 129, but did not prevail. In Commodore’s Point Terminal 
Corp. and A. B. & Container Corp. the courts make no reference to the 
statutory approaches and merely decide that the business entities involved 
were separate and distinct for tax and other purposes. In Alprosa Watch 
Corp., Berland’s, Inc., and Alcorn Wholesale Co. the decisions treat of 
the applicability of section 129 but decide in favor of the taxpayers. 


SECTION 22(a) 


Section 22(a) provides another arrow to the Treasury’s bow in the 
struggle against multiplication or reduction of corporations for tax avoid- 
ance or evasion. This statute merely defines gross income. It includes 
“gains, profits and income” from a variety of sources and transactions.* 
The primary issue in the multiplication or reduction of business entities is 
not what is gross income but whose income is it. It is elementary that 
compensation for services is income to the one who performs them, and 
that income from property or the sale thereof belongs to its owner. While 
section 22(a) defines gross income, it is section 3797 that defines various 
types of taxpayers. Yet with the use of section 22(a), not of section 
3797, the courts have succeeded in developing a body of case law which 
goes toward explaining whose income it is. This judge-made corollary 
to section 22(a) is that he who in reality owns the income is accountable 
for the tax thereon. This principle governs income constructively re- 
ceived,*° assigned income,“ and transfers of income in closely-held cor- 


39 Reg. 111, Sec. 29.22(a)-1. 

40 Comm’r y. Turney, 82 F.2d 661 (5th Cir. 1936), affirming 31 B.T.A. 308 (1934) ; 
Bessemer Investment Co. vy. Comm’r, 31 F.2d 248 (2d Cir. 1929), reversing 8 B.T.A. 1011 
(1927) ; Cunningham v. United States, 88 Ct. Cl. 333 (1939) ; Keokuk & Hamilton Bridge, 
Inc. v. Comm’r, 180 F.2d 58 (8th Cir. 1950) ; Cherokee Motor Coach Co., Inc. vy. Comm’r, 
135 F.2d 840 (6th Cir. 1943) ; Comm’r v. Tyler, 72 F.2d 950 (3d Cir. 1934). 

41 Helvering v. Clifford, 309 U.S. 331 (1940); Helvering v. Horst, 311 U.S. 112 
(1940) ; Helvering v. Eubank, 311 U.S. 122 (1940) ; Harrison v. Schaffner, 312 U.S. 579 
(1941) ; Comm’r v. Tower, 327 U.S. 280 (1946); Comm’r y. Sunnen, 333 U.S. 591 
(1948). 
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porations,** in family partnerships,** and in short-term trusts.** 

Though section 22(a) seems alien to problems arising under section 
45, the Treasury in recent years has been urging it as an alternative 
gravamen. Section 22(a) was presented jointly with section 45 in 
Standard Fruit Products, Inc.,*° Fair Price Stations, Inc.,*° Buffalo Meter 
Co.,*7 Cedar Valley Distilleries, Inc.,“° Estate of Julius Byrne,” and 
Shunk Latex Products,®° but with no success. The Treasury did prevail 
in Kocin * by doing so, but it had the substance principle to aid it. 

Recently, in the Advance Machinery Exchange case,** the Tax Court 
yielded completely for the first time to the repeated admonitions of the 
Treasury to invoke section 22(a) in a fact pattern involving section 45. 
This was done although the issue presented could only be whose income 
was it, and not what is income. While the Treasury urged both sections 
22(a) and 45, the Tax Court telescoped all the incomes of a sole proprie- 
torship and three corporations into one of the corporations by using sec- 
tion 22(a) alone. On appeal, the Second Circuit Court also held against 
the taxpayer, but as it relied on section 45 to do so, the consequence of 
its holding is that four business entities are treated as consolidated in 
violation of section 45 and the Treasury regulations thereunder. The 
Tax Court had not dared to base its result on section 45, but the appellate 
court did not hesitate to do so. This is the first such application of sec- 
tion 45 under the modern law. In the following month the Third Circuit 
Court, in deciding a comparable case, took exception to the Second 
Circuit Court’s reasoning in the Advance Machinery Exchange decision. 
It agreed with the Tax Court’s reliance on section 22(a). 

Section 22(a) was designed by Congress to define “gross income.” 


42 Scofield v. Le Tulle, 103 F.2d 20 (5th Cir. 1939); Comm’r v. Smith, 136 F.2d 556 
(2d Cir. 1943) ; Moline Properties, Inc. v. Comm’r, 319 U.S. 436 (1943); Higgins v. 
Smith, 308 U.S. 473 (1940) ; Griffiths v. Comm’r, 308 U.S. 355 (1939) ; Seminole Flavor 
Co., 4 T.C. 1215 (1945); Adolph Weil, 31 B.T.A. 899 (1934), aff'd, 82 F.2d 561 (5th 
Cir. 1936) ; Isaac S. Peebles, Jr., 5 T.C. 14 (1945). 

43 Comm’r v. Culbertson, 337 U.S. 733 (1949) ; Comm’r v. Tower, 327 U.S. 280 (1946) ; 
Lusthaus v. Comm’r, 327 U.S. 293 (1946). The Revenue Act of 1948 provides the income- 
splitting method of computing taxes for spouses when they file joint returns, to the end 
that their combined income is treated as if one-half belongs to each. 

44 Helvering v. Clifford, 309 U.S. 331 (1940); Helvering v. Stuart, 317 U.S. 154 
(1942). 

458 TCM 733 (1949). 

465 TCM 401 (1946). 

4710 T.C. 83 (1948). 

4816 T.C. 87 (1951). 

4916 T.C. 1234 (1951). 

5018 T.C. No. 121 (1952). 

51187 F.2d 707 (2d Cir. 1951). 

528 TCM 84 (1949), aff'd, 196 F.2d 1006 (2d Cir. 1952), cert. applied for. 

53 Chelsea Products, 16 T.C. 840 (1951), aff'd, 197 F.2d 620 (3d Cir. 1952). 
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The courts have practically metamorphosed it into defining the “tax- 
payer,” which is at least the ostensible purpose of section 3797. Conse- 
quently, section 22(a) now appears applicable when problems arise under 
section 45. Yet section 22(a) stems from the first income tax act of 
1913, and section 45 was enacted for the first time in 1921. Obviously, if 
Congress had intended section 22(a) to serve the function of section 45, 
it would not have legislated the latter into separate existence in 1921. 

Judicial legislation has come to be part of American jurisprudence. 
One wonders whether the courts are not abusing their assumed authority 
by their current expansion of section 22(a) and contraction of sections 
45 and 129. At any rate, this judicial conduct with particular reference 
to section 22(a) should give multipliers and condensers of business en- 
tities ample cause for cogitation. 


Form v. SUBSTANCE 


In the sense that common law is grounded chiefly on precedents rather 
than statutes, there is only one primary common law principle in federai 
tax law. It is the rule that substance rather than form governs the tax 
consequences of business transactions. The form of the transaction will 
be ignored unless it is accompanied by a significant business purpose. 
The principle of form versus substance comes into issue when family 
partnerships are accused of being sham and unreal,‘ when corporate 
reorganizations are charged with lack of business purpose,°° and when 
tax losses are effected by sales to dummy corporations.” 

Even where a transaction is motivated by a significant business purpose, 
an accompanying attempt to effect tax economy may so distort the form of 
the transaction that it may cast doubt on its propriety. Such vulnerable, 
dual-purpose transactions are illustrated by the settlement of a suit for 
fully taxable damages in the form of tax-free damages in tort *' or the sale 
of liquidated corporate assets by the ex-stockholders after incomplete cor- 
porate negotiations."* The rule of substance may also be invoked when 


54 Comm’r y. Culbertson, 337 U.S. 733 (1949) ; Comm’r v. Tower, 327 U.S. 280 (1946) ; 
Lusthaus v. Comm’r, 327 U.S. 293 (1946). 

55 Gregory v. Helvering, 293 U.S. 465 (1935); Griffiths v. Comm’r, 308 U.S. 355 
(1939) ; Higgins v. Smith, 308 U.S. 473 (1940); Adams v. Comm’r, 331 U.S. 737 
(1947) ; Bazley v. Comm’r, 331 U.S. 737 (1947); Harrison v. Schaffner, 312 U.S. 579 
(1941). 

56 Crown Cork International Corp., 4 T.C. 19 (1944), aff'd, 149 F.2d 968 (3d Cir. 
1945) ; Palace Theatre v. United States, 148 F.2d 30 (7th Cir. 1945); Wiggin v. Comm’r, 
46 F.2d 743 (1st Cir. 1931), reversing 19 B.T.A. 282 (1930). 

57 Frederick R. Horne, 5 T.C. 250 (1945) ; United States v. Gendron Wheel Co., 100 
F.2d 57 (6th Cir. 1938); R. O. Hill, Inc., 9 T.C. 153 (1947). 

58 Comm’r v. Court Holding Co., 324 U.S. 331 (1945); United States v. Cumberland 
Public Service Co., 338 U.S. 451 (1950) ; Standard Realization Co., 10 T.C. 708 (1948). 
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there is a conflict between a transaction actuated by a primary business 
purpose and the form in which it is consummated. This inconsistency 
may be evidenced by a distinction between a sale and a lease,” by inac- 
curate book entries,°° and by a conflict between actual and constructive 
income.” 

Of late, the Treasury in its increased determination to prevail in cases 
of the type that would ordinarily seem to involve section 45 has added 
this substance principie io its list of weapons. It was successful in I. O. 
Hill, Inc.,° W. G. Duncan,® and Rota-Cone Oil Field Operating Co.," 
where the courts relied on this principle alone for their decisions. In 
Kocin® the Treasury also needed sections 22(a) and 45 to prevail. In 
Twin Oaks,® Interstate Transit Lines,“ Coca-Cola Bottling Co.,°° and 
Ames Theatre Co.,° the taxpayers prevailed by establishing that the 
newly created business entities were separate and distinct for good busi- 
ness and tax purposes. In A. G. Nelson Paper Co.” the taxpayer also 
needed to distinguish section 45, and in Chelsea Products, Inc.” it needed 
to distinguish sections 45 and 129 in order to prevail. 

While multipliers and condensers of business entities for adequate busi- 
ness and tax-saving purposes have cause to derive comfort from the court 
decisions involving section 45, and particularly section 129, they should 
nevertheless take heed. Sections 112(b)(11) and 15(c) have to be 
studied in conjunction with the adjudications under sections 45, 129, and 
22(a) together with the substance-versus-form principle. The last two 
may prove to be the Nemeses of otherwise well-planned programs. Not- 
withstanding these considerations, the tax shibboleth of such business 
planning remains “a good primary business purpose.” 


59 A. B. Watson, 24 B.T.A. 466 (1931), aff'd, 62 F.2d 35 (9th Cir. 1932); Chicago 
Stoker Corp., 14 T.C. 441 (1950); Foellinger v. Smith, 29 A.F.T.R. 1416 (N.D. Ind. 
1941). 

60 Northwestern State Portland Cement Co. v. Huston, 126 F.2d 196 (8th Cir. 1942) ; 
Forty Fort Coal Co. v. Kirkendall, 233 Fed. 704 (M.D. Pa. 1915); A. Kreamer, Inc., 
66 Ct. Cl. 308 (1928). 

61 Harrison v. Schaffner, 312 U.S. 579 (1941) ; Douglas v. Willcuts, 296 U.S. 1 (1935) ; 
Hormel v. Helvering, 312 U.S. 552 (1941) ; United States v. Phellis, 257 U.S. 156 (1921) ; 
Nat. Bank of Commerce in Memphis v. United States, 87 F. Supp. 302 (W.D. Tenn. 1949). 

629 T.C. 153 (1947). 

636 TCM 1292 (1947). 

64 P-H T.C. Mem. Dec. 947,215, aff'd, 171 F.2d 219 (10th Cir. 1948). 

65 187 F.2d 707 (2d Cir. 1951). 

66 183 F.2d 385 (9th Cir. 1950). 

87 319 U.S. 590 (1943). 

6817 T.C. 101 (1951). 

695 TCM 44 (1946). 

703 TCM 914 (1944). 

7116 T.C. 840 (1951), aff'd, 197 F.2d 620 (3d Cir. 1952). 
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Notes 


Good Will in the Tax Law: A Correlation. Of the manifold problems 
in the tax law, few which occasion as much difficulty and uncertainty as good 
will are so widely ignored. Perhaps this is because in some situations the 
existence of good will is not easily apparent, and in others, though its existence 
is apparent, its significance is not readily understood. Whether good will 
exists in a business at the time of its sale or liquidation is usually a question 
collateral to the principal event of the sale or liquidation, and as a consequence 
the taxpayer is prone to disregard it entirely ; and where the transfer of an in- 
terest in a business takes place by gift or inheritance the recognition of the 
existence of good will and its valuation may be even more haphazard. Good 
will is encountered in widely scattered areas of the tax law and under various 
guises. The purpose of this Note is to point out and correlate these areas and 
to discuss some of the problems involved. 

Good will and how it is valued. The concept of good will is somewhat 
nebulous and does not lend itself to ready and concise definition. This may be 
because its meaning takes on different connotations within the framework of 
each of the areas in which it is found. In substance, good will is an intangible 
property which has been defined as “the custom or patronage of any estab- 
lished trade or business ; the benefit or advantage of having established a busi- 
ness and secured its patronage by the public.” * Good will may be said to 
encompass the good favor in which a business or its products are held by its 
customers and the public as a result of some or all of such factors as its 


reputation for service, honesty, fair dealing, quality of product, reasonable. 


prices, its business or trade name, and location. Good will is not present, 
however, in a business or a profession, the success of which depends solely on 
the skill, ability, integrity, or other personal characteristics of the owner, re- 
gardless of whether these characteristics are of substantial commercial benefit 
to the business.? And it is axiomatic that good will cannot exist apart from a 


1 Brack’s Law Dictionary (4th ed. 1951). Good will is defined in Story on Partner- 
ships, Sec. 99, as: “.. . the advantage or benefit, which is acquired by an establishment, 
beyond the mere value of the capital, stocks, funds, or property employed therein, in 
consequence of the general public patronage and encouragement, which it receives from 
constant or habitual customers, on account of its local position, or common celebrity, 
or reputation for skill or affluence, or punctuality, or from other accidental circumstances 
or necessities or even from ancient partialities, or prejudices.” 

2D. K. MacDonald, 3 T.C. 720 (1944); William A. Boyd, 5 TCM 791 (1946), aff'd, 
171 F.2d 546 (6th Cir. 1948) ; Joseph Mansbach, 5 TCM 924 (1946) ; Howard B. Lawton, 
6 T.C. 1093 (1946), rev’d on other grounds, 164 F.2d 380 (6th Cir. 1947); Richard A. 
Hopping, 6 TCM 668 (1947); John Q. Shunk, 10 T.C. 293 (1948), aff'd, 173 F.2d 747 
(6th Cir. 1949) ; Crawford K. Stillwagon, 8 TCM 644 (1949); The Danco Company, 14 
T.C. 276 (1950) ; Ruth M. Cullen, 14 T.C, 368 (1950). 
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business. Its value to the business is as a going concern, and it may not be 
disposed of independently of the business itself.* 

Although good will is an intangible, it has an actual value. Much of the 
difficulty with respect to good will arises when we attempt to fix this value. 
In the purchase and sale of a business for example, where the parties deal at 
arm’s length and the buyer is willing to pay an amount in excess of the aggre- 
gate fair market value of the assets, the excess may be said to be the valuation 
placed upon good will. But in situations where there has been no arm’s-length 
bargaining between parties with adverse interests, the Bureau must use other 
means to determine the value of good will. The importance of good will as 
a tax factor becomes apparent at this point when we examine the method com- 
monly used by the Bureau in assigning a value to good will for tax purposes, 
i.@., the capitalization-of-earnings method.* 

This method employs a rather arbitrary formula; the average earnings of 
the business for a representative period (usually the five preceding years) are 
reduced by 8% of the average tangible assets, and the remainder is capitalized 
at 15%. To illustrate the operation of the formula, let us suppose a business 
with average tangible assets of $200,000 on the debit side of the balance sheet 
and liabilities of $100,000 and capital of $100,000 on the credit side. Let us 
further suppose the average annual earnings during the preceding five-year 
period to be $50,000. The unwary taxpayer, who is perhaps contemplating 
transferring or terminating his interest in the business, proceeds upon the 
comfortable assumption that the value of the business is $100,000. But if we 
apply the Bureau’s formula, we find that of the $50,000 annual earnings, 
$8,000 (8% of $100,000 *) is attributed to the capital of the business, and the 
“excess” earnings of $42,000 are attributed to good will. The excess is then 
capitalized at 15% ($42,000 multiplied by 63), and the taxpayer finds the 
value of the good will of his business to be $280,000 which, added to the 
$100,000 net tangible assets, results in a total valuation of $380,000. 

The hapless taxpayer may at this point argue that his particular business is 
of a hazardous and unstable nature, and that therefore the net tangible assets 
are entitled to a return higher than 8%, and good will to a capitalization rate 
in excess of 15%.® But even if he were to succeed in establishing rates of 


3 Metropolitan Bank v. St. Louis Dispatch Company, 149 U.S. 436 (1893); Morris 
Gumpel, Executor, 2 B.T.A. 1127 (1925) ; William W. Wailes, 25 B.T.A. 278 (1932). 

4A.R.M. 34, 2 Cum. Butt. 31 (1920); A.R.R. 252, 3 Cum. Buti. 46 (1920); The 
Toledo Newspaper Company, 2 T.C. 794 (1943) ; Ushco Manufacturing Company, Inc., 
4 TCM 296 (1945), aff'd, 151 F.2d 821 (2d Cir. 1945); Floyd W. Estes, 6 TCM 401 
(1947), aff'd, 168 F.2d 68 (6th Cir. 1948); John Q. Shunk, 10 T.C. 293 (1948), aff'd, 
173 F.2d 747 (6th Cir. 1949). 

5 The percentage is applied to the excess of the tangible assets over the liabilities, or 
$100,000, A.R.M. 68, 3 Cum. Butt. 43 (1920) reads: “The (percentage) should be applied 
only to the tangible assets entering into net worth, includmg accounts and bills receivable 
in excess of accounts and bills payable.” 

® If the business is stable the rate is normally low; if the business is hazardous the rate 
is high. A.R.M. 34 calls for a 10% and 20% formula for businesses of a more or less 
hazardous nature. The ruling adds, however, that in the case of valuation of good will 
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10% and 20%, respectively, the value of the good will alone, under the 
Bureau’s method, would amount to $200,000. It becomes clear then that the 
Bureau’s formula for establishing the value of good will is weighted heavily 
against the taxpayer, with disastrous consequences to one who is entrapped 
in it. 

Good will in corporate liquidations. Perhaps the most fertile field for es- 
tablishing the value of good will has been in the area of corporate liquidations. 
Yet at first sight it may seem inappropriate to raise the question of good will 
in a corporate liquidation. For in a liquidation in which the business is ter- 
minated, it is apparently absurd to argue that the stockholders are receiving 
good will in addition to the value of the tangible assets. But where only the 
corporate form is liquidated, and the business is to be carried on by the stock- 
holders in another form, such as a partnership or a sole proprietorship, it is not 
at all illogical to assume that the good will of the corporation will attach to its 
successor, so that in ascertaining the gain to the stockholders upon liquidation, 
an amount attributable to good will must be added to the fair market value of 
the tangible assets distributed. 

The Bureau has followed this reasoning in a number of cases.” And although 
its formula has not always fared well in the courts, the Bureau may be ex- 
pected to intensify its efforts in order to cope with the current trend toward 
the abandonment of the corporate form by closely-held businesses. Moreover, 
when one takes into account the discouraging fact that although the stock- 
holders have been taxed with the value of the corporate good will on liquida- 
tion, the successor business may not subsequently amortize this intangible 
asset,® the tax practitioner will understandably hesitate to advise liquidation of 
a closely-held corporation. P 

Good will in the purchase and sale of a business. Another area in which 
good will may be of vital concern is in the purchase and sale of a going busi- 


of a business which consists of the manufacture or sale of standard articles of every-day 
necessity, not subject to violent fluctuations, and where the hazard is not so great, the 
figure for determination of the return on tangible assets might be reduced from 10 to 8 or 
9%, and the percentage for capitalization of the return on intangibles might be reduced 
from 20 to 15%. 

7 The Toledo Newspaper Company, 2 T.C. 794 (1943); D. K. MacDonald, 3 T.C. 720 
(1944) ; Ushco Manufacturing Company, Inc., 4 TCM 296 (1945), aff'd, 151 F.2d 821 
(2d Cir. 1945); S. Leigh Savidge, 4 TCM 545 (1945); Peter Vamvaks, 4 TCM 733 
(1945) ; Floyd D. Akers, 6 T.C. 693 (1946) ; Howard B. Lawton, 6 T.C. 1093 (1946), 
rev'd on other grounds, 164 F.2d 380 (6th Cir. 1947); Maurice A. Mittleman, 7 T.C. 
1162 (1946) ; William A. Boyd, 5 TCM 791 (1946), aff’d, 171 F.2d 546 (6th Cir. 1948) ; 
Floyd W. Estes, 6 TCM 401 (1947), aff'd, 168 F.2d 68 (6th Cir. 1948) ; Richard A. Hopp- 
ing, 6 TCM 668 (1947) ; Ruth M. Cullen, 14 T.C. 368 (1950) ; M. M. Gordon, 9 TCM 203 
(1950) ; Henry L. Watkins, 9 TCM 448 (1950). 

8No deduction for depreciation, including obsolescence, is allowable in respect of 
good will. Reg. 111, Sec. 29.23(1)-3. Red Wing Malting Co. v. Willcuts, 15 F.2d 626 
(8th Cir. 1926); Dodge Brothers, Inc. v. United States, 118 F.2d 95 (4th Cir. 1941); 
Bills Bros. Memorial Corporation, 7 B.T.A. 1182 (1927), appeal dismissed, 41 F.2d 988 
(10th Cir. 1930). 
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ness.° Since the sale of a business conducted as a sole proprietorship does 
not ordinarily constitute the sale of a single capital asset,’ it must be “com- 
minuted into its fragments,” and then the gain or loss must be computed sep- 
arately on each of the various assets, and the character of the income or loss 
determined by the nature of each kind of asset. When therefore an entire 
business is sold for a single sum, the problem of allocation arises. An ex- 
pressed agreement allocating the purchase price to the several classes of assets 
transferred is, of course, advisable, and if the allocation is the result of arm’s- 
length bargaining, the Bureau will not ordinarily disturb it.‘ But the seller 
and purchaser have a conflict of interest as far as allocation of sales price is 
concerned. A buyer who is willing to pay considerably more than the ag- 
gregate fair market value of the assets is probably buying good will, which 
is a capital asset to the seller.1* The seller therefore will wish to allocate a high 
price to good will in order to realize a capital gain, whereas the buyer will 
want little or no allocation of contract price to good will, since it is not depre- 
ciable ** and the assigned amount cannot be recovered taxwise until the busi- 
ness itself is again sold.** 

Another problem may arise with regard to a covenant not to compete. 
Frequently the seller of a business or of good will agrees not to compete with 
the purchaser for a specified period of time. An amount received in return 
for a covenant not to compete is generally treated as ordinary income to the 
seller,!° and the cost of the covenant is amortizable by the purchaser over its 


9If a taxpayer merely sells some of his assets rather than his business, however, there 
is generally no sale of good will, for gain or loss from the sale of good will may result 
only when the business, or a part of it to which good will attaches, is sold. “Good will 
cannot be carved out of a business and sold independently of the going concern; for its 
tangibility and its value exist only to the extent that such tangibility and such value are 
connected with a going business.” Dodge Brothers, Inc. v. United States, 118 F.2d 95, 
100 (4th Cir. 1941). 

10 Williams v. McGowan, 152 F.2d 570 (2d Cir. 1945). 

11 Even an arm’s-length selling price is not conclusive, however, where a low price 
was induced by the buyer’s agreement to assume management. Four Twelve West Sixth 
Company, 7 T.C. 26 (1946). 

12 There is a dictum in Williams v. McGowan, supra note 10, to the effect that good 
will is depreciable property. This would make a gain on the sale of good will taxable 
as a capital gain under I.R.C. §117(j). But Reg. 111, Sec. 29.23(1)-3 states that good 
will is non-depreciable. Sce note 8 supra. And the Tax Court has held that good will is 
a capital asset under I.R.C. §117(a). Estate of John C. Burns, 6 TCM 973 (1947); 
Ellen J. Franklin, 6 TCM 1099 (1947); Grace Bros., Inc., 10 T.C. 158 (1948), aff'd, 
173 F.2d 170 (9th Cir. 1949); Aaron Michaels, 12 T.C. 17 (1949); Violet Newton, 
12 T.C. 204 (1949) ; Richard S. Wyler, 14 T.C. 1251 (1950). 

13 Supra note 8. 

14“No loss may be claimed with respect (to good will) until the business to which 
the good will is attached is sold or otherwise disposed of at a loss. In such event, the 
loss will be determined upon the basis of the cost of the assets, including good will.” 
I.T. 1995, III-1 Cum. Buty. 145, 146 (1924). See also Brewer v. Orr, 19 F.2d 230 
(6th Cir. 1927). 

15 Salvage v. Comm’r, 76 F.2d 112 (2d Cir. 1935); Beals’ Estate v. Comm’r, 82 F.2d 
268 (2d Cir. 1936) ; Yost v. Comm’r, 155 F.2d 121 (9th Cir. 1946) ; Estate of Mildred K. 
Hyde, 42 B.T.A. 738 (1940) ; Estate of Thomas F. Remington, 9 T.C. 99 (1947). 
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life.1* But it is not always possible to separate the element of good will from 
a covenant not to compete. Thus, where an agreement not to compete accom- 
panies a transfer of good will, and the covenant has the function primarily of 
insuring to the purchaser the beneficial enjoyment of the good will, the cov- 
enant not to compete is considered as non-severable and the entire consid- 
eration will be attributed to the sale of the good will.” 

It is thus apparent that an awareness of the tax consequences of the treat- 
ment of good will in the sale of a going business is of primary importance both 
to the seller and to the purchaser in order that their contract of sale may effect 
the result for which they bargained. 

Good will and the gift tax. Where a gift is made in property, the tax is 
measured by the fair market value of the property at the date of the gift,*® 
determined under the methods prescribed by the regulations.*® Good will may 
become a significant factor in the valuation of two kinds of gifts: a gift of stock, 
which is closely held or not readily marketable, and a gift of an interest in a 
business. 

As far as listed securities and securities dealt in through brokers are con- 
cerned, valuation is generally based upon current selling prices at the date of 
the gift.2° But if, as ordinarily true of stock of a closely-held corporation, 
actual sales or bona fide bid and asked prices are not available, then the value 
is to be determined under the regulations ** upon the basis of the company’s net 
worth, earning power, dividend-paying capacity, and all other relevant factors 
having a bearing upon the value of the stock. The emphasis placed upon 
“earning power” indicates the importance attached to the good-will factor. Al- 
though the Bureau has not generally set up good will as a distinct item in 
valuing closely-held stock, when good will is found to exist, its value is reflected 
by the Bureau in the valuation established for the shares of stock. 

With regard to the gift of an interest in a business, the tax possibilities are 
even more interesting. The regulations ** require that for valuation purposes 
an appraisal as of the date of the gift be made of all of the assets of the busi- 
ness, and that special attention be given to fixing an adequate figure for the 
value of the good will. These provisions now more than ever provide the 
Bureau with a powerful weapon in taxing the creation of the family partner- 
ship. 

16 B. T. Babbitt, Inc., 32 B.T.A. 693 (1935) ; The Toledo Newspaper Company, 2 T.C. 
794 (1943); Aaron Michaels, 12 T.C. 17 (1949). 

17 The Toledo Newspaper Company, 2 T.C. 794 (1943); The Toledo Blade Company, 
11 T.C. 1079 (1948), aff’d per curiam, 180 F.2d 357 (6th Cir. 1950) ; Aaron Michaels,. 12 
T.C. 17 (1949); Richard S. Wyler, 14 T.C. 1251 (1950). But see Rodney B. Horton, 
13 T.C. 143 (1949). 

18 T.R.C. §1005; Reg. 108, Sec. 86.17. 

19 Reg. 108, Sec. 86.19. 

20 Reg. 108, Sec. 86.19(c). 

*1 Td. 

22 Reg. 108, Sec. 86.19(d). 
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With the enactment of the Revenue Act of 1951,7* there has been an inten- 
sification of the trend toward the creation of partnership interests by gift or 
sale to members of the transferor’s family. But oddly enough, the very argu- 
ments which the transferor must employ to prove the validity of the new part- 
nership and to prevent a reallocation to him of partnership income may be used 
by the Bureau as a basis for assessing against him a substantial gift tax. Un- 
der the new law, in order to establish the validity of the partnership and to 
prevent the reallocation of partnership income to himself, the transferor must 
argue that capital is a material, income-producing factor in the partnership 
and that the value of his own services is correspondingly low. These are, how- 
ever, the principal factors from which the Bureau will determine the existence 
of good will in the transfer of the business interest. The taxpayer therefore 
is faced with the dilemma of either arguing in favor of a determination of good 
will in the transfer or attempting to maintain two thoroughly inconsistent posi- 
tions. The Bureau, on the other hand, is in an enviable position strategically. 
If it fails in its attack upon the partnership under the new law, it may then 
turn around and assert a substantial gift tax against the transferor, based 
upon his own arguments. 

There have been few cases so far in which the Bureau has raised the ques- 
tion of good will in the gift of an interest in a business.** But the Bureau’s 
future inclination to utilize this means of attacking the current crop of family 
partnerships will be a matter of no small interest and concern to many tax- 
payers. And there seems to be no simple way out of this dilemma for the 
taxpayer, short of further legislative action. 

Good will in estate tax valuation. The methods prescribed under the Code 
and regulations ** for the valuation of a decedent’s estate for estate tax pur- 
poses are in general the same as those employed for the purposes of the gift 
tax. Here too, good will may be a significant factor where the estate includes 
closely-held stock or stock not readily marketable,*° or where it includes an 


23 Section 340 of the Revenue Act of 1951, effective as to taxable years after December 
31, 1950, adds to the definition of a partnership which appears in I.R.C. §3797(a) (2), 
a statement that a partner shall be recognized for tax purposes “if he owns a capital 
interest in a partnership in which capital is a material income-producing factor, whether 
or not such interest was derived by purchase or gift.” It also adds a new section to 
the Code (§191) to permit, for tax purposes, the reallocation by the Bureau of part- 
nership income in disregard of the partnership agreement where a partnership interest is 
created by gift or sale to a member of the family, and the transferor is not allowed by 
the partnership arrangement reasonable compensation for his personal services or a pro- 
portionate return for his share of capital. 

24The Court rejected the Commissioner’s gift tax valuation, based upon the com- 
pany’s earnings, in Fred T. Kelly, 8 TCM 1108 (1949), holding that the abnormal earn- 
ings were due primarily to the experience and ability of the taxpayer. A similar valua- 
tion of the Commissioner was upheld, however, in Walter H. Lippert, 11 T.C. 783 (1948). 

257.R.C. §811 and Reg. 105, Sec. 81.10. 

26 T.R.C. §811(k) and Reg. 105, Sec. 81.10(c) provide, however, that as another relevant 
factor in the valuation of the stock, consideration be given to the values of securities of 
corporations engaged in the same or a similar line of business, and which are listed on 
an exchange. See Estate of Frederick Webb, 3 TCM 440 (1944); Drayton Cochran, 
7 TCM 325 (1948). 
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interest in a business.*’ 

As with the valuation of closely-held stock for gift tax purposes, the Bureau 
for estate tax purposes places great stress on the net earnings of the corpora- 
tion in measuring the value of the stock interest.2* And again, although 
good will is not generally valued as a distinct item, it is reflected in the value 
established for each share of stock. 

Where an estate includes the decedent’s interest in a business, either as 
proprietor or as partner, the interest is valued under the regulations *° by 
appraising the assets of the business, tangible and intangible, including good 
will, and assigning a net value to the business equal to the amount which a 
willing buyer would pay to a willing seller in view of its net assets and earning 
capacity. Thus, where there is no readily available market, the Bureau is in 
a position to apply a capitalization-of-earnings formula to establish the value 
of the good will. And if the business interest of the decedent constitutes a 
substantial asset of the estate, a serious problem may arise. The effect of adding 
a high good-will valuation to the net worth of the decedent’s business is that the 
federal estate taxes are materially increased while no liquid assets are added 
to the estate to discharge these increased taxes. The estate may thus find it- 
self in the position of having to sacrifice a large portion of the assets at de- 
pressed prices in order to satisfy the estate taxes. Or worse still, it may even 
be necessary to liquidate the business in order to raise the required cash. 
Therefore, the taxpayer who wishes his business continued after his death 
must be cognizant of the problems raised by good will, so that he may take the 
precautionary measures necessary to protect both his business and his estate 
from impairment. 

Remedies available to the taxpayer, While it is clear that the use of good- 
will valuation is a formidable weapon in the hands of the Bureau, the tax- 
payer is not entirely defenseless. There are various precautionary measures 
and remedies available to him. On the side of prevention, he may, through an 
awareness of the problem, avoid it. In a corporate liquidation, for example, 
it may be feasible to refrain from operating the same business under another 
form, thereby averting a finding of good will in the liquidation. In the pur- 
chase and sale of a business, where an allocation is required, the parties may 
agree not to allocate any portion of the contract price to good will and balance 
out the resulting inequities elsewhere in the contract. And in estate tax plan- 


27 Reg. 105, Sec. 81.10(d) requires that special attention be given to fixing an ade- 
quate figure for the value of good will where the decedent has not agreed, for an ade- 
quate and full consideration, that his interest in the business shall pass at his death to his 
surviving partner or partners. Thus, if there has been an arm’s-length determination 
between the partners, the regulations seem to accept their valuation of the good will. 
See William P. Blodget, 18 B.T.A. 1050 (1930); First National Bank of Richmond, 
19 B.T.A. 288 (1930). 

28 Laird v. Comm’r, 85 F.2d 598 (3d Cir. 1935); Weber v. Rasquin, 101 F.2d 62 (2d 
Cir. 1939) ; Mathilde B. Hooper, 41 B.T.A. 114 (1940); Estate of George J. Helmers, 
9 TCM 524 (1950) ; Estate of Joseph E. Goar, 9 TCM 854 (1950). 

29 Reg. 105, Sec. 81.10(d). 
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ning, insertion of a provision in a partnership agreement, transferring the in- 
terest of deceased partners for adequate consideration to the surviving part- 
ners may prevent the assessment of good will against the estates of partners 
who die thereafter.*° Above all, it is always important that the taxpayer main- 
tain careful and adequate records to bolster his arguments against a good-will 
valuation, particularly where for estate and gift tax purposes the valuation of 
closely-held stock or an interest in a business is concerned. 

If preventive measures are of no avail, and the Bureau has determined a 
good-will valuation, the taxpayer is still not without remedies. He may contend 
that his business possesses no good will whatever. Where, for example, the 
business does not continue as a going concern, no good will attaches.** Where 
the value of the business, other than its tangible assets, is due to the personal 
ability of its owner or officers, no good will attaches.** And there are other 
special factors which may negative the existence of good will.** Moreover, 
even if good will is found to exist, the taxpayer may attempt to minimize its 
valuation by evidence showing that application of the Bureau’s formula is 
inequitable,** or that the formula has been applied incorrectly.** 

While most taxpayers who have challenged the Bureau’s formula have been 
upheld in the courts, good-will problems are likely to increase rather than 
diminish as time goes on. What is most needed is a standarized and consistent 
method of valuing good will, and the adoption by the Bureau of a reasonable 
and realistic formula for its determination. 

—JoserH J. Scuwartz * 


The Land Trust Taxable as Association—What is the status of the 
land trust today? Can it be said with any assurance that trusts set up to collect 
rent and hold title will not be held to be associations taxable as corporations? 
Judicial expansion of the association concept has resulted in an uncertain tax 
classification. With a few exceptions this has jeopardized the usefulness of the 
land trust as a medium for investment and ownership.* 

The statute itself is brief. Section 3797(a) (3) of the Internal Revenue Code 


reads: 


Corporation.—The term ‘corporation’ includes associations, joint-stock com- 
panies and insurance companies. 


30 Supra note 27. 

31 Supra note 3. 

32 Supra note 2. 

33Tn one case it was held that good will does not attach to a business where its chief 
asset is a non-transferable franchise or license. S. Leigh Savidge, 4 TCM 545 (1945). 
In another case a laundry business, because of its competitive nature and rapid rate of 
customer turnover, was held to have no good will. Peter Vamvaks, 4 TCM 733 (1945). 

34 Estate of A. Bluestein, 15 T.C. 770 (1950) ; Henry L. Watkins, 9 TCM 448 (1950). 

35 The White & Wells Co. v. Comm’r, 50 F.2d 120 (2d Cir. 1931), reversing 19 B.T.A. 
416 (1930) ; Independent Aetna Sprinkler Co., 15 B.T.A. 521 (1929). 

* Member of the New York Bar and Certified Public Accountant. 

1 “Classification as an association in effect precludes the use of a trust, because the 
efficiency and convenience accruing therefrom rarely warrants the burden of double taxa- 
tion incident to this status.” Note, 35 Va. L. Rev. 85, 97 (1949). 
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Since 1894 Congress has used the same or similar language without definition 
or elaboration in virtually every revenue act levying a corporate income or 
excise tax.? It followed the same mode of classification when in 1932 it added 
what is now part of section 3797 (a) (2). 

The term ‘partnership’ includes a syndicate, group, pool, joint venture, or other 
unincorporated organization, through or by means of which any business, fi- 


nancial operation, or venture is carried on, and which is not, within the mean- 
ing of this title, a trust or estate or a corporation. “i 


Ture Lanp Trust: Forms AND CHARACTERISTICS 


What is a land trust? A land trust ‘ is a trust of income-producing property. 
Legal title is vested in a trustee, usually a trust company, for the benefit of 
holders of land trust certificates. These certificates are issued by the trustee 
to investors and are usually sold to the public. Each certificate represents a 
proportional equitable interest in the land. The trustee ordinarily leases the 
property under long-term lease for an annual rental sufficient to produce a 
certain return to the certificate holders. In Illinois the term is also used for a 
type of formal or ministerial trust for named beneficiaries without certificates 
of beneficial interest.* In the family land trust, set up to place undivided in- 
terests in land in single ownership, certificates of beneficial interest are issued 
to and retained by the former owners in common as beneficiaries.® 

The term has been used to denote different types of trusts, with differing 
origins and developments. Generically it is characterized by most of the ele- 
ments of the Massachusetts trust of real estate. Its original form was the Mas- 
sachusetts trust,’ which developed in that State because of a disability of 
corporations to deal in real estate. Most of these trusts created in Massa- 
chusetts prior to 1912 were trusts of real estate.° Their use spread to manu- 


2Smith, Associations Classified as Corporations Under the Internal Revenue Code, 
34 Cauir. L. Rev. 461, 462 (1946). 

3 The partnership pays no income tax; the partners pay such tax in their individual 
capacity (I.R.C. §181). The tax rates for individuals (I.R.C. §§11, 12) also apply to 
trusts (I.R.C. §161). 

4CCH Trusts Anp Est. Rep. 275. See note 30 infra. 

5 See Turner, Some Legal Aspects of Beneficial Interest Under Illinois Land Trusts, 
39 Itt. L. Rev. 216 (1945); Pamphlet, Some Uses and Purposes of Land Trusts, pub- 
lished by Chicago Title and Trust Company and reprinted in part in 4 Mopern LEGAL 
Forms 541 et seq. (1938); and Pamphlet, How a Land Trust Serves the Real Estate 
Owner, published by Chicago Title and Trust Company (undated). 

6 Glass, The Family Land Trust Treated as an Association for Federal Income Taxa- 
tion, 6 Wasu. & Lee L. Rev. 163 (1949); Note, 35 Va. L. Rev. 85 (1949) ; Solomon v. 
Comm’r, 89 F.2d 569 (5th Cir. 1937), cert. denied, 302 U.S. 692 (1937); Sherman v. 
Comm’r, 146 F.2d 219 (6th Cir. 1944) ; Marshall’s Heirs vy. Comm’r, 111 F.2d 935 (3d Cir. 
1940), cert. denied, 311 U.S. 658 (1940). 

7 Hatfield, Perpetuities in Land Trusts, 40 Itt. L. Rev. 84 (1945) calls the land trust 
the original form of the Massachusetts trust. 

8 THomrson, BusINEss Trusts AS SUBSTITUTES FOR Business Corporations 43 
(1920). 

9 Sears, Trust Estates As Business Companies (2d ed. 1921); WricutincTton, THE 
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facturing and business generally. In time they were also called “business 
trusts.” 7° The terms “business trusts” and “Massachusetts trusts” are often 
used synonymously, although the latter have been created for investment as 
well as business purposes." 

Quasi-corporate in form,’* they originally enjoyed many advantages over 
corporations as respects regulation and taxation.’* Title was in the trustee, 
who issued transferable shares to the beneficiaries.‘* The trust instrument 
generally denied the latter partition and the right to an accounting. The cestuis 
que trustent were insulated from personal liability by the terms of the trust 
instrument and creditors had to look to the trust res. The trustee was likewise 
protected.’® Continuity was provided by free transferability of the shares. 
These provisions were held not to violate the rule against perpetuities.** 

Massachusetts classified such trusts according to the degree of control of 
the beneficiaries over the trustees. If management and direction were in the 
trustees free from such control, then the trust was held to be a pure trust.*” 
On the other hand, if the beneficiaries exercised the requisite degree of con- 
trol, then the organization was treated as a partnership.*® 

Since land trusts afforded corporate advantages without incorporation, they 
spread to other jurisdictions.*® Their reception elsewhere was mixed.” Some 


Law oF UNINCORPORATED ASSOCIATIONS AND Business Trusts (2d ed. 1923); Mass. 
House Doc. No. 1646 (Jan. 17, 1912). 

10 See Annotation, Massachusetts or Business Trusts, 156 A.L.R. 22. 

11 3 Cook oN CorPoraATIONS §622h, 2251 (8th ed. 1923). 

12 As early as 1884, in Phillips v. Blatchford, 137 Mass. 510, 512, Holmes recognized its 
similarity to a corporation. See WARREN, CorporATE ADVANTAGES Witiout INCcoRPORA- 
TION (1929). CHANDLER, Express Trusts UNper THE Common Law (1912) argues 
persuasively that the corporate charter merely recognizes but does not bestow certain 
common law rights, e.g., limited liability, which individuals, trusts and partnerships have 
used for an indefinite period without imitation of the corporation. 

13 See notes 8-10 supra. 

14 Magruder, The Position of Sharcholders in Business Trusts, 23 Cor. L. Rev. 423 
(1923). 

15 Stevens, Limited Liability in Business Trusts, 7 Corn L. Q. 116 (1922). 

16 Howe v. Morse, 174 Mass. 491, 55 N.E. 213 (1899) held that a trust set up by an asso- 
ciation to rent and sell land did not restrain alienation or violate the rule against perpetui- 
ties. The same result was reached for a ground rent land trust. Wechter v. Chicago Title 
and Trust Company, 385 Ill. 111, 52 N.E.2d 157 (1944). See Whiteside, Restrictions 
on the Duration of Business Trusts, 9 Corn. L. Q. 422 (1924) and Hatfield, Perpetuitics 
in Land Trusts, 40 Ill. L. Rev. 84 (1945). 

17 Williams v. Milton, 215 Mass. 1, 102 N.E. 355 (1913). 

18 Frost v. Thompson, 219 Mass. 360, 106 N.E. 1009 (1914). 

19 Goldwater v. Oltman, 210 Cal. 408, 292 Pac. 624 (1930); Wells-Stone Mercantile 
Co. v. Grover, 7 N.D. 460, 75 N.W. 911 (1898); R. I. Hospital Trust Co. v. Copeland, 
39 R.I. 193, 98 Atl. 273 (1916) ; Spotswood v. Morris, 12 Idaho 360, 85 Pac. 1094 (1906) ; 
Comment, Massachusetts Trusts, 37 YALE L. J. 1103 (1928). 

20In New York, for example, they were permitted for personal property [Crehan v. 
Megargel, 234 N.Y. 67, 136 N.E. 296 (1922)]; however, they are not one of the express 
trusts permitted for real property. N. Y. Reat Prop. Law §96. Bryant v. Shaw, 190 
App. Div. 578, 180 N.Y.S. 301 (1920); see Note, 8 Corn. L. Q..90, 92 (1923). 
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states regulated them as corporations.** A few held the beneficiaries liable to 
creditors as partners.?? The extent of state regulation depended upon whether 
such trusts were welcome or not.** 

Illinois was one of the states which welcomed the Massachusetts trust. It 
adopted the control test for trusts with transferable shares.** In addition, it 
developed a type of formal or ministerial trust without certificates of beneficial 
interest.” This was considered a trust despite the fact that management and 
control was completely in the beneficiaries.*® Its chief characteristic was that 
the trustee was to deal with the property only as it received written directions 
from the named beneficiaries, with full power reserved in them or their agent 
by the trust instrument to manage the property.?* The interest of the bene- 
ficiary under the trust agreement was personal property as in the Massachu- 
setts trust.?° This device was used to subdivide holdings, to avoid partition, to 
provide for succession of ownership without the delays and expense of probate, 
to provide privacy of beneficial ownership, and to limit liability on a mortgage.” 

Ohio, on the other hand, developed a type of ground rent land trust *° which 
had its origins in the Maryland ground rent system ** and the Massachusetts 


21 See Comment, Massachusetts Trusts, 37 Yate L. J. 1103, 1117 (1928) and Home 
Lumber Co. v. Hopkins, 107 Kan. 153, 190 Pac. 601, 10 A.L.R. 879 (1920); City Bank 
Farmers Trust Co. v. Graves, 272 N.Y. 1, 3 N.E.2d 612 (1936). 

22 Thompson v. Schmitt, 115 Tex. 53, 274 S.W. 554 (1925) ;. Wiley v. Hoggson Corp., 
90 Fla. 343, 106 So. 408 (1925) ; Hildebrand, Massachusetts Trust, A Sequel, 4 Tex. L. 
Rev. 57 (1925). 

23 Riley, Business Trusts and Their Relation to West Virginia Law, 28 W.Va. L. Q. 287 
(1921-22). 

24 Hart v. Seymour, 147 Ill. 598 (1893) ; Schumann-Heink v. Folsom, 328 Ill. 321, 327 
(1927). 

25 Note 5 supra. 

26 The trust is not executed in Illinois by the Statute of Uses. “If active duties are 
imposed it does not matter that they are merely formal or ministerial.” Crow v. Crow, 
348 Ill. 241, 245 (1932) ; Chicago Title and Trust Company v. Mercantile Bank, 300 III. 
App. 329, 20 N.E.2d 992 (1939). 

27 Duncanson v. Lill, 322 Ill. 528, 153 N.E. 618 (1926). 

28 Aronson y. Olson, 348 Ill. 26, 180 N.E. 565 (1926); Mallory v. Russell, 71 Iowa 63, 
32 N.W. 102 (1887); Peabody v. Treasurer, 215 Mass. 129, 102 N.E. 435 (1913); 
Priestley v. Treasurer, 230 Mass. 452, 120 N.E. 100 (1918). 

29 For other uses, sce Pamphlets of Chicago Title and Trust Company, note 5 supra, 
and Circular, O’Dea, Holding Real Estate Title Through a Land Trust, reprinted from 
Rear Estate News, Apr. 28, 1950. 

30 Sec 2 Bocert, Tue LAw or Trusts AND TrusSTEES §250 (1935); 19 FLercHer, Cy- 
CLOPEDIA—CorporaATIoNns §9100 (Perm. ed. 1933) ; FLETCHER, CorPORATIONS—ForMs AN- 
NOTATED §4306 (3d ed. 1938) ; Nortu, VAN BurEN AND SMITH, REAL EstaTE FINANCING, 
c. X (1928); BrincHAM AND AnpreEws, FINANCING REAL Estate, c. 20 (1924) ; FisHEr, 
Urpan Rear Estate MARKETS, CHARACTERISTICS AND FINANCING 28-29 (1951); Miller, 
Land Trust Certificates, 5 ANNALS oF R. E. Prac. 111 (1927); Bingham, Types of 
Property Which May Be Financed by Land Trust Certificates, 5 ANNALS oF R. E. Prac. 
141; Goldman and Abbott, Land Trust Certificates with Relation to Ohio Law, 2 U. oF 
Cin. L. Rev. 255 (1928); 3 Jones on Mortcaces, §§2510-2527 (8th ed. 1928); Note, 
2 Harv. L. Rev. 1149 (1939). 

81 The ground rent found an early popularity in Maryland and spread to Ohio. Note, 52 
Harv. L. Rev. 1149, 1150 (1939). The owner rents the ground in return for annual rents 
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trust.*2 An owner of land would convey the fee to a trustee. The latter would 
give back to him or to his alter ego, a corporate lessee, a 99-year lease, renew- 
able forever with an option to purchase. The trustee would issue land trust cer- 
tificates in an amount not greater than the value of the land. The lessee agreed 
to pay an annual rent for the term equal to a fixed annual return to the holders 
of the certificates, after trustee’s expenses and commissions, plus an amount 
sufficient to buy in some of the certificates. Within a certain period the lessee 
had the option to call in all the certificates. Using the proceeds of the land trust 
certificates and of a leasehold mortgage, the lessee would erect a building on 
the land. By the terms of the lease it also covenanted to pay taxes and in- 
surance, make repairs, and maintain the property. In the event of default, the 
property would revert to the lessor as owner of the fee. 

The lessee’s improvements thus stood as security to the holders of the land 
trust certificates, whose beneficial interests were defined as interests in real 
property by the terms of the trust instrument.** Because it was such a con- 
servative and desirable form of investment ** and because it was free from ad 
valorem and personal property taxes on intangibles,** the ground rent land 
trust was adopted as a method of financing large office and commercial build- 
ings throughout the Midwest.** 


reserved in leases for 99 years, renewable forever, with a right of redemption in the lessee 
by statute in Maryland since 1886. It has been characterized as “a mortgage without a 
due date.” Kaufman, The Maryland Ground Rent, Mysterious But Beneficial, 5 Mop. L. 
Rev. 1 (1940). See also, Chesnut, The Effect of Quia Emptores on Pennsylvania and 
Maryland Ground Rents, 91 U. or Pa. L. Rev. 137 (1942). 

In Ohio a lease for 99 years, renewable forever, is treated as realty, as a perpetual lease- 
hold estate. Loring v. Melendy, 11 Ohio 355 (1842). The grantee has a corporeal 
hereditament and the grantor an incorporeal one, so that the lessee is liable for dower. 
Ralston Car Co. v. Ralston, 112 Ohio St. 306, 147 N.E. 513, 39 A.L.R. 3341 (1925). The 
lessee can sign for property assessments. Village of St. Bernard v. Kemper, 60 Ohio 
St. 244, 54 N.E. 267, 45 L.R.A. 662 (1899). However, since the lessee’s possession is 
considered that of the lessor, the latter’s heirs can have partition. Rawson v. Brown, 104 
Ohio St. 537 (1922). 

32 “The forerunner in the United States of the land trust with transferable shares was 
the Massachusetts Real Estate Trust which came into general use in Massachusetts in 
1898.” NortH, VAN BurEN AND SMITH REAL Estate FINANCING 127 (1928). 

33 Senior v. Braden, 295 U.S. 422 (1935), reversing 128 Ohio St. 597, 193 N.E. 614 
(1934), held an Ohio statute, taxing land trust certificates as intangible personal property, 
invalid because they represented equitable interests in real property. Justice Stone’s dis- 
sent considered the trust an active trust of land “. . . given the status of a business entity 
separate and distinct, for all practical purposes, from the interests of the certificate 
holders.” (437). See also Note, 49 Harv. L. Rev. 159 (1935) and Narragansett Mutual 
Fire Ins. Co. v. Burnham, 51 R.I. 371, 154 Atl. 909 (1931). 

84 BINGHAM AND ANDREWS, FINANCING REAL Estate 195-196 (1924). Land trust 
certificate holders are secured creditors to the extent of their certificates in a section 77B 
proceeding of the Bankruptcy Act. Jn re Hotel Gibson Co., 11 F.Supp. 30 (S.D. Ohio 
1935). 

85 OPINIONS oF ATTORNEY GENERAL OF Ouro 375 (1926); Niicey v. Ward, 199 Minn. 
334, 271 N.W. 873 (1937) ; Senior v. Braden, 295 U.S. 422 (1935). 

36 Bingham, note 30 supra, lists the ground rent land trusts created from 1915-1927. 
Originating in Cleveland in 1915, they have since been used in Ohio, Illinois, Michigan, 
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TAXABILITY AS ASSOCIATIONS 


Because of its obvious similarity to a corporation, repeated efforts were 
made to tax the Massachusetts trust as an association. The first attempt failed 
in 1911 due to a loophole in the statute.*7 When this was corrected, the second 
attempt ended in failure in 1919. In Crocker v. Malley ** the Supreme Court 
held that a Massachusetts trust of real estate, set up to hold title to a fee under 
lease to a corporation, which did no more than collect the rents and income 
and distribute same, was not taxable as an association. Writing for the Court, 
Justice Holmes adopted the control test of Massachusetts, stating : 


We perceive no ground for grouping the two—beneficiaries and trustees—to- 
gether, in order to turn them into an association, by uniting their contrasted 
functions and powers, although they are in no proper sense associated. It 
seems to be an unnatural perversion of a well-known institution of the law.*® 


The third attempt succeeded in 1924.*° The Supreme Court eliminated the 
control test of local law, saying: 


We do not believe that organizations of this character . . . should be exempt 
from the excise tax on the privilege of carrying on their business merely be- 
cause such a slight measure of control may be vested in the beneficiaries that 
they might be deemed strict trusts within the rule established by the Massa- 
chusetts courts.** 


In its place it substituted the corporate resemblance test : 


. . as the petitioners are not merely trustees for collecting funds and pay- 
ing them over, but are associated together in much the same manner as the di- 
rectors in a corporation for the purpose of carrying on business enterprises, 
the trusts are to be deemed associations.*? 


It stated the business purpose test more directly than had Holmes in Crocker v. 
Malley,** and distinguished that case because in it the trustees “were, in sub- 
stance, merely holding the property for the collection of the income and its 
distribution among the beneficiaries, and were not engaged . . . in the carry- 
ing on of any business.” * 


West Virginia, Minnesota, Indiana, Wisconsin, Nebraska, and in the large cities of other 
states. 

87 Eliot v. Freeman, 220 U.S. 178 (1911) held that the corporation tax provisions of the 
Tariff Act of 1909, c. 6, 36 Stat. 11, 112, did not apply to a common law Massachusetts 
trust, since the statute covered corporations, joint stock companies, and associations “now 
or hereafter organized under the laws of the United States or of any State or Territory.” 

38 249 U.S. 223 (1919). 

89 Crocker v. Malley, 249 U.S. 223, 234 (1919). 

40 Hecht v. Malley, 265 U.S. 144 (1924). 

41 Jd. The control test has been criticized as confusing [3 Cook On Corporations 2255 
(8th ed. 1923)] and as “illogical and prolific of litigation” [Cook, The Mysterious Massa- 
chusetts Trusts, 9 A.B.A.J. 763, 765 (1923) ]. 

42 Hecht v. Malley, 265 U.S. 144, 161 (1924). 

43 Crocker v. Malley, 249 U.S. 223, 232; Flagg, Freeland and Reiling, Associations Tax- 
able as Corporations, 2 Am. U. Tax Inst. 305, 306 (1949) ; Smith, Associations Classi- 
fied as Corporations Under the Internal Revenue Code, 34 Carir. L. Rev. 461, 490 (1946). 
44 Hecht v. Malley, 265 U.S. 144, 160 (1924). 
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The Treasury thereafter attempted to draw the line between holding trusts 
and operating trusts.*®° The lower courts in turn based their decisions on what 
the trusts did and not on what they could have done.*® Since the Supreme 
Court had not spelled out what constituted corporate resemblance, the lower 
courts adopted confusing and contradictory tests that were difficult to apply.*” 
The Treasury regulations themselves “required explication; . . . they left 
many questions open with respect both to their application to particular en- 
terprises and to their validity as applied.” *$ 

Finally, in 1935 the Supreme Court decided Morrisey v. Commissioner, 
Swanson v. Commissioner, Helvering v. Combs, and Helvering v. Coleman- 
Gilbert Associates *° in order to eliminate the confusion and to set forth guid- 
ing principles. Chief Justice Hughes stated in his opinions: 


In what are called ‘business trusts’ the object is not to hold and conserve par- 
ticular property, with incidental powers, as in the traditional type of trusts, but 
to provide a medium for the conduct of business and sharing its gains. . . .*° 


Association implies associates. It implies the entering into a joint enter- 
prise . . . for the transaction of business . . . where those who become 
beneficially interested, either by joining in the plan at the outset, or by later 
participation according to the terms of the arrangement, seek to share the ad- 
vantage of a union of their interests in the common enterprise. . . .* 


The parties are not at liberty to say that their purpose was other or narrower 
than that which they formally set forth in the instrument under which their ac- 
tivities were conducted. *? 


He also enumerated the features common to business trusts and corpora- 
tions. These features are: (a) holding of title by the entity; (b) centralized 


45 Reg. 45, Art. 1504 under Revenue Act of 1918 and Reg. 62, Art. 1504 under Revenue 
Act of 1921 used the control test. Reg. 65, Art. 1504 under Revenue Act of 1924 dis- 
tinguished holding and operating trusts. See also Reg. 69, Art. 1504 under Revenue Act of 
1926; Reg. 74, Art. 1314 under Revenue Act of 1928; and Reg. 77, Art. 1314, under 
Revenue Act of 1932. Rottschaefer, Massachusetts Trust under Federal Tax Law, 25 
Cot. L. Rev, 305, 306 (1925) wrote: “Trusts are now classified for tax purposes into 
holding and operating trusts.” 

46 Gardiner v. United States, 49 F.2d 992 (1st Cir. 1931) ; Lansdowne Realty Trust v. 
Comm’r, 50 F.2d 56 (3d Cir. 1931); Tyson v. Comm’r, 54 F.2d 29 (7th Cir. 1931). In 
Smathers Power Typewriter Company, 28 B.T.A. 327, 329 (1933) the Court wrote: 
“Where the trustees merely hold the corpus for the benefit of others and operations are 
limited to the collection and distribution of income therefrom, the decisions are prac- 
tically consistent that the trust cannot be taxed as a corporation. The test is not what 
may be done but what actually was done by the trustees.” 

47 Julius Blum, 25 B.T.A. 119 (1932) ; Cyrus H. McCormick, 26 B.T.A. 1172 (1932), 
aff'd, 68 F.2d 653; Pryor & Lockhart Development Co., 26 B.T.A. 1054, aff’d, 70 F.2d 
154; Comm’r v. Brouillard, 70 F.2d 154 (10th Cir. 1934), cert. denied, 293 U.S. 574 
(1934). 

48 Morrissey v. Comm’r, 296 U.S. 334, 356 (1935). 

49 Td. at 362, 365, 369. 

50In Morrissey v. Comm’r, 296 U.S. 334, 357 (1935) Hughes pointed out that in an 
ordinary trust particular property is conveyed or held on specified trusts for the benefit 
of named or described persons who do not ordinarily plan or enter into a combination for 
the conduct of a business enterprise. (356-7). 

51 Morrissey v. Comm’r, 296 U.S. 334, 356, 357 (1935). 

52 Helvering v. Coleman-Gilbert Associates, 296 U.S. 369, 374 5). 
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control ; (c) continuity not interrupted by the death of an associate ; (d) trans- 
ferability of shares or interests; (e) limited liability.** 

Upon analysis, it will be seen that Hughes set forth four concepts: (1) the 
distinction between a business trust and a “traditional type” of trust; (2) the 
elements of association for business ; (3) a test of business purpose; and (4) 
the main corporate elements resemblance to which in an association would 
make it taxable as a corporation. 

Applying these principles to the cases at bar, the Court held that a trust, 
created with broad business powers, which had carried on business activities 
prior to the taxable year but merely collected rents and income and distributed 
the same in that year, was taxable as an association.** A trust with a few bene- 
ficiaries managing and renting a single apartment building was an association.” 
Development of a single oil well in a short period of time made no difference,”® 
nor did informality of the trust, lack of books, records, and meetings.*’ Powers 
of holding, improving, and selling real estate as set forth in the trust instru- 
ment were controlling as to the existence of a business purpose.** 

These principles in effect ended the distinction for income tax purposes be- 
tween holding trusts with unexercised operating powers and operating trusts. 
Henceforth a trust shown to have been created for a business purpose might 
be taxable as an association, even though it did not actually carry on business.® 
The only remedy was to amend the trust instrument to eliminate powers that 
would normally evidence business purpose. To avoid the drastic consequences 
of corporate taxation, the objective of trust draftsmanship must thereafter be 
to create a pure trust with incidental powers, judged by the ordinary rules 
of chancery and probate.®* Non-business purpose, expressly or by implication, 


53 Morrissey v. Comm’r, 296 U.S. 334, 359 (1935). See also Vernon, When Are Part- 
nerships Likely To Be Taxed As Associations? in PRocEEDINGS OF NEw York UNIVERSITY 
FourtH ANNUAL INSTITUTE ON FEDERAL TAXATION 489, 497 (1946); Comm’r v. Rector 
& Davidson, 111 F.2d 332 (Sth Cir. 1940). 

54 Morrissey v. Comm’r, 296 U.S. 334 (1935). 

55 Swanson vy. Comm’r, 296 U.S. 362 (1935). This was an Illinois land trust with certifi- 
cates of beneficial interest and management and control in the trustees. Turner, Bene- 
ficial Interests Under Illinois Land Trusts, 39 Inu. L. Rev. 216, 242 (1945). 

56 Helvering v. Combs, 296 U.S. 365 (1935). 

57 Helvering v. Coleman-Gilbert Associates, 296 U.S. 369 (1935). 

58 Note 57 supra. 

59 Sears v. Hassett, 111 F.2d 961, 962 (1st Cir. 1940) held a Massachusetts trust of real 
estate taxable under the income tax, because it was created to carry on a business, yet not 
taxable as an association under the capital stock tax because it was not carrying on any 
business. 

60 The same trust was then amended and held free from corporate income tax. Sears v. 
Hassett, 45 F.Supp. 772 (D. Mass. 1942). 

81 RABKIN AND JOHNSON, FEepERAL Income, Girt AND Estate TAxation §2.10(2) 
(1951). Tax consequences: 7A Mertens, THE LAw or FeperaL INcoME TAXATION 
§43.02 (1943). Disadvantages as association: Hillix, Trusts Constituting Associations 
Taxable as Corporations, 5 Kan. City L. Rev. 27 (1936). 

62 Reg. 111, Sec. 29.3797-3. 
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must be gathered from the terms of the trust instrument and all the circum- 
stances of the case.®* 

The Treasury went even farther with respect to the doctrine of corporate re- 
semblance. It reduced the quasi-corporate characteristics to two essential ele- 
ments: continuity and centralized management. The regulations read: 


If an organization is not interrupted by the death of a member or by a 
change in ownership of a participating interest during the agreed period of its 
existence, and its management is centralized in one or more persons in their 
representative capacities, such an organization is an association, taxable as a 
corporation. 


Clear as these principles were, they were difficult to apply.** For the trust 
is a most flexible form of organization, and the land trust is no exception." 
It can act as a substitute for other legal relationships.** Indeed, the Massa- 
chusetts trust developed precisely this way in lieu of a corporation.** 

On the other hand, it can serve as the handmaid of other forms of organiza- 
tion. A syndicate can engage in a joint venture and take title in the name of 
an agent. Trustees may perform the same function for the syndicate.® Joint 
adventurers may appoint a manager to collect rents and pay over. They may 
employ trustees for the same purpose.” 

If there were no trust, the parties, both by their activities and by the terms 
of the instrument under which they conducted their business, could ordinarily 
avoid the corporate tax. If each associate were to exercise business discretion 
individually or if the venture were to terminate upon the death of a party, 


63 Smith, Associations Classified as Corporations Under the Internal Revenue Code, 
34 Cauir. L. Rev. 461, 506 says: “To create a real estate trust which will not satisfy 
the business purpose test, the task of the draftsman of the declaration of the trust appears 
to be to steer a sound course between the second Scars v. Hassett case and the case of 
Title Insurance and Trust Co. v. Comm’r.” 

64 Reg. 111, Sec. 29.3797-4. 

65 Smith, note 63 supra, at 527; 7A MERTENS, op. cit. supra note 61, §§43.10, 43.11, and 
43.23; note 6 supra; Fletcher v. Clark, 150 F.2d 239 (10th Cir. 1945), cert. denied, 326 
U.S. 763 (1945) ; Del Mar Addition v. Comm’r, 113 F.2d 410 (Sth Cir. 1940); Title In- 
surance and Trust Co. v. Comm’r, 100 F.2d 482 (9th Cir. 1938); Myers v. Comm’r, 89 
F.2d 86 (7th Cir. 1937); United States v. Davidson, 115 F.2d 799 (6th Cir. 1940) ; 
McKean v. Scofield, 108 F.2d 764 (5th Cir. 1940). 

66 Tsaacs, Trusteeship in Modern Business, 42 Harv. L. Rev. 1050, 1052 (1929) ; Scott, 
The Trust as an Instrument of Law Reform, 31 Yate L. J. 457, 468 (1922). 

67 “They had been co-owners but they preferred to become ‘associates’ and also not to 
become partners.” Helvering v. Coleman-Gilbert Associates, 296 U.S. 369, 374 (1935). 

68 Notes 8-12 supra. 

89 Comm’r v. Horseshoe Lease Syndicate, 110 F.2d 748 (Sth Cir. 1940); Whitaker v. 
Scherrer, 313 Ill. 473, 479 (1924) ; Dicus v. Scherer, 277 Ill. 168 (1917) ; Berg v. Gillender, 
115 App. Div. 288, 100 N.Y. Supp. 792 (1906); Polk v. Chandler, 276 Mich. 527, 268 
N.W. 732 (1936) ; Adams v. Bruce, 265 Mich. 137, 251 N.W. 328 (1933) ; cf. Rossman v. 
Marsh, 287 Mich. 580, 283 N.W. 696, aff’d, 287 Mich. 720, 286 N.W. 83 (1939). 

70 Comm’r v. Gerstle, 95 F.2d 587 (9th Cir. 1938); Comm’r v. Rector & Davidson, 
111 F.2d 332 (Sth Cir. 1940) ; Comm’r v. N. B. Whitcomb Coca Cola Syndicate, 95 F.2d 
596 (5th Cir. 1938) ; Comm’r v. U.S. & Foreign Securities, 148 F.2d 743 (3d Cir. 1945) ; 
cf. Bloomfield Ranch v. Comm’r, 167 F.2d 586 (9th Cir. 1948). . 
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then one of the essential elements of the corporate resemblance test would be 
lacking.” 

The problem arises when the trust relationship is appended to another 
form of business organization.”* Joint adventure, like the partnership, is an as- 
sociation entered into for profit.7* By definition the elements of association and 
business purpose are already present.** When a trust is appended to a joint 
venture, it may add the elements of continuity and representative management. 
A trust, with or without certificates of beneficial interest, might provide for 
a change in ownership of a participating interest during the period of ex- 
istence of the joint venture. This alone would not convert it into an association 
taxable as a corporation. If the trustee is also given or exercises any business 
discretion, then both elements would be present to attract the corporate tax. 
The same result follows where management is delegated in a representative 
capacity to persons other than the trustee. Thus, the Illinois ministerial trust 
was held taxable as an association when coupled with a joint venture.” 

Previously, the Supreme Court had refused to go this far with respect to an 
Illinois ministerial land trust for a single subdivider and his agent, stating : 


If it were not for the declaration of trust, we should have here the simple 
case of an appointment by a landowner of an agent to subdivide the land and 
sell it, receiving as compensation for his services a fixed percentage of the 
payments made by the purchasers .... The duties of the trustee were 
purely ministerial, with no power to control, direct, or participate in the con- 
duct of the selling enterprise contemplated by the contract. . . . There is 
simply the common relation of principal and agent, coupled with the collateral 
incidents of an ordinary trust. We are not able to find in the situation an 
‘association’ within the meaning of the statute under consideration, because 
there are no associates and no feature ‘making [the trust] analogous to a 
corporate organization.’ 7° 


71 Flagg, Freeland and Reiling, Associations Taxable as Corporations, 2 Am. U. Tax 
Inst. 305, 328 (1949): “Joint ventures are crdinarily formed only to carry out a single 
venture to which those thereby associated together are committed. A continuing business 
cannot, of course, be a single venture. If the joint venture was formed to both acquire 
and to operate in a representative capacity, it may well qualify as an association. For 
example, if the joint venture organization was irrevocably created to both negotiate for 
a construction contract and to perform that contract in a representative capacity, it should 
be treated as an association. If, on the other hand, each of the associates becomes bound 
by exercise of his own business discretion to undertake a joint contract, a joint venture 
organization set up to perform the contract would seem to fall within the partnership 
class.” 

72 Kilgallon v. Comm’r, 96 F.2d 337 (7th Cir. 1938), cert. denied, 311 U.S. 658 (1938) ; 
Comm’r v. Highlands, Evanston-Lincolnwood Subdivision, 88 F.2d 355 (7th Cir. 1937), 
cert. denied, 302 U.S. 691 (1937). 

73“A joint adventure has been defined as an association of two or more persons to 
carry out a single business enterprise for profit.” Note, 33 Harv. L. Rev. 852, 853 (1920). 
See definition of “Joint Adventure,” 48 C.J.S. 808. 

742 Row.ey, Mopern Law or Partnersuip §975 (1916); SuGARMAN, THE LAw oF 
PARTNERSHIP §9 (2d ed. 1947); MecHem, ELEMENTS OF THE LAW oF PARTNERSHIP 
§16 (2d ed. 1920). 

™ Note 72 supra. 

76 Lewis & Co. vy. Comm’r, 301 U.S. 385, 387, 388, 389 (1937). 
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The root of the problemi is the nature of the trust. The trustee is not an 
agent but a prinicipal,”’ a principal, moreover, which, by its very nature, may 
supply the fatal corporate characteristics. As Hughes stated it: 


It is no answer to say that these advantages flow from the very nature of 
trusts. For the question has arisen because of the use and adaptation of the 
trust mechanism. The suggestion ignores the postulate that we are considering 
those trusts which have the distinctive feature of being created to enable the 
participants to carry on a business and divide the gains which accrue from 
their common undertaking—trusts that thus satisfy the primary concept of 
association and have the attributes to which we have referred, distinguishing 
them from partnerships.”® 


The solution lies in separating the non-business purposes of the trust from 
the main purposes of the enterprise. Proper draftsmanship must evidence 
the non-business purpose and yet provide sufficient incidental powers to be 
effective. When so drawn, the trust may show investment, donative, liquidat- 
ing, or other non-business purpose and avoid the association label.”® 

Apart from penalizing poorly drawn trusts, the test of draftsmanship may 
produce conflicting interpretations by the courts.*° What may appear as inci- 
dental powers to the draftsman may loom as business purposes to the courts. 
This has apparently been the result in the Ninth Circuit Court, even with the 
ground rent land trust.® 


77 “A trustee is not an agent. An agent represents and acts for his principal, who may be 
either a natural or artificial person. A trustee may be defined generally as a person in 
whom some estate, interest, or power in or affecting property is vested for the benefit of 
another. When a trustee contracts as such, unless he is bound, no one is bound, for he 
has no principal.” Taylor v. Davis, 110 U.S. 330, 334, 335 (1884). 

78 Morrissey v. Comm’r, 296 U.S. 334, 359 (1935). 

79 Investment and ownership purposes: Cleveland Trust Co. v. Comm’r, 115 F.2d 481 
(6th Cir. 1940), cert. denied, 312 U.S. 704 (1940) ; Wyman Building Trust, 45 B.T.A. 
155 (1941); Pieroni Building Trust, 45 B.T.A. 157 (1941) ; Henrietta Apartment Trust, 
3 TCM 133 (1945). Liquidating purposes: Helvering v. Washburn, 99 F.2d 478 (8th 
Cir. 1938); Tyrell Williams, 3 TCM 591 (1944); Broadway Brompton Buildings, 34 
B.T.A. 1089 (1936) ; Girard Trust Co., 34 B.T.A. 1066 (1936) ; cf. United States v. Ray- 
burn, 91 F.2d 162 (8th Cir. 1937). Donative or other purposes: Myers v. Comm’r, 89 
F.2d 86 (7th Cir. 1937); United States v. Davidson, 115 F.2d 799 (6th Cir. 1940) ; 
McKean v. Scofield, 108 F.2d 764 (5th Cir. 1940) ; Cole & Crane Real Estate Trust v. 
Comm’r, 3 TCM 658 (1944); Southern Pile Fabric Company Building Trust, 3 TCM 
1264 (1944) ; Hugh MacRae Land Trust, 1 T.C. 899 (1943); Note, 35 Va. L. Rev. 85 
(1949). 

80 See the companion investment trust cases in the Second Circuit Court: Comm’r v. 
Chase National Bank, 122 F.2d 540 (1941), opinion of Judge Chase, Judge L. Hand 
concurs, Judge A. Hand dissents; and Comm’r v. North American Bond Trust, 122 
F.2d 545 (1941), cert. denied, 314 U.S. 701 (1941), opinion of Judge L. Hand, Judge 
A. Hand concurs, Judge Chase dissents. Compare Nee v. Main Street Bank, 174 F.2d 
425 (8th Cir. 1949) and Nee v. Linwood Securities Co., 174 F.2d 434 (8th Cir. 1949). 
Brabson, What Constitutes an Association Taxable as a Corporation in PROCEEDINGS OF 
New York University SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1282, 
1295 (1949) concludes: “The doctrine of ‘corporate resemblance’ taken alone has certainly 
proved to be inadequate. The business purpose theory has equally as many shortcomings 
in attempting to frame it as a rule of general application. 

81 Title Insurance and Trust Co. v. Comm’r, 100 F.2d 482 (9th Cir. 1938), where the 
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Occasionally the courts are aided by local law. In Ohio, for example, the 
typical ground rent land trust is essentially a method of financing real estate. 
Like a mortgage, the transaction takes place once, when the arrangement is 
first entered into.8* Thereafter, the trustee’s duties are to collect annual rents 
and pay over, except for incidental powers in cases of default by the lessé¢e to 
enter into a new lease or to sell the property and terminate the trust.** The 
trustee has no business discretion, manages no property, and is not engaged in 
buying, selling, or leasing real estate.** 

Consequently, the ground rent land trust, properly drawn, has not been 
taxed as an association. A Treasury ruling in 1928 stated that it was an or- 
dinary trust and that it was not engaged in business.*° The same result was 
reached in Cleveland Trust Co. v. Commissioner, where the Court held that the 
trust “was conceived for investment purposes.” °° As a method of financing 
loans on real estate, it was not engaged in business for profit: 


The power of the trustee to receive rents and distribute them to certificate 
holders did not have the effect of making it an association for profit, nor did 
the right to possession and disposition of the property to lease or relet it in 
case of default by the lessee have that effect but was a mere incidental power 
to be exercised under exceptional circumstances. The trust instrument shows 
no plan to carry on a business in buying, selling, leasing or dealing in real 
estate.®? 


Court found business powers in this ground rent land trust; Lombard Estates vy. Comm’r, 
136 F.2d 22 (9th Cir. 1943); United States v. Homecrest Tract, 160 F.2d 150 (9th Cir. 
1947) ; Kettleman Hills Royalty Syndicate v. Comm’r, 116 F.2d 382 (9th Cir. 1940) ; 
Comm’r v. Security First National Bank, 148 F.2d 937 (9th Cir. 1945) ; Porter vy. Comm’r, 
130 F.2d 276 (9th Cir. 1942) ; Bloomfield Ranch vy. Comm’r, 167 F.2d 586 (9th Cir. 1948), 
cert. denied, 335 U.S. 820; Vandergrift Realty Investment Co. v. Comm’r, 82 F.2d 387 
(9th Cir. 1936). 

82 Note 30 supra. 

83 BINGHAM AND ANDREWS, FINANCING REAL EstaTeE 196 (1924), point out that the 
use of the long-term lease avoids an active operating trustee. 

84G, C. M. 1940, VII Cum. Butt. 47 (1928). “The trustee manages no property, and 
is not engaged in buying, selling or leasing real estate.” 

85]d. “There is no quasi-corporate organization, but instead what appears to be an 
ordinary trust utilized solely to split up beneficial interests in certain real property sub- 
ject to a long term lease. The trustee is not engaged in carrying on any business.” 

86 115 F.2d 481 (6th Cir. 1940), cert. denied, 312 U.S. 704 (1940), accord, C.A.C. Building 
Site v. Comm’r, 119 F.2d 420 (6th Cir. 1941). Followed: State National Bank v. United 
States, 55 F.Supp. 457 (W.D. Tex. 1944). 

87 Cleveland Trust Co. v. Comm’r, 115 F.2d 481, 484 (6th Cir. 1940), cert. denied, 312 
U.S. 704 (1940). By letter, dated July 10, 1952, the Cleveland Trust Company informed 
this writer that it has acted as trustee for more than 50 land trust issues, many of which 
had been terminated by exercise of the option to purchase by the lessee or liquidated by 
sale by the trustee after default by the lessee. The letter states: “In a number of instances 
the Bureau of Internal Revenue has attempted at the time of the sale of the respective 
property to claim that the trust was in fact an association taxable as a corporation, but 
in all such instances we have been able to maintain the position that the arrangement 
was pure trust in connection with which investors were lending money with real estate 
as security in the form of a 99 year lease under which rentals were to be paid. We main- 
tain that when the trust instrument is properly drafted the trust cannot properly be con- 
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However, this has not prevented the Sixth Circuit Court from finding business 
purpose in powers set forth in a land trust which was not of the typical ground 
rent variety.®* 

The result has been finely-drawn distinctions and decisions often hard to 
reconcile.*® The judicial borderline has remained indistinct and shadowy, an 
invitation to litigation and confusion.*° Consequently, the very creation of a 
land trust is perilous. The corporate tax may be unexpected and its impact 
disastrous. The trust may not only find itself subject to the double tax, but 
also to a possible 25% penalty for failure to file a corporate return.*t With 
so much to lose, taxpayers will resist the Commissioner’s determination. The 
vast volume of litigation to date is not the solution.®* 


RECOM MENDATIONS 


Administratively, the Treasury has already shown the way by the issuance 
of rulings covering joint operating agreements by co-owners of oil and gas 
interests.** At least in that limited field,** the Treasury has charted an area of 
safety for owners of such interests so that by compliance with the rulings they 
will be free from taxation as an association. 

With respect to the land trust, it is suggested that the regulations be amended 
to include illustrations of land trusts holding and conserving property and 
land trusts as business trusts. Regulation 29.3797-(4) contains examples of 
treatment of the partnership and joint venture; there are none for the trust. 
The following are some proposed examples by way of illustration: 

1. A trust is set up to hold title to an office building. Its sole activity is 
collecting rents and income and distributing the proceeds. The building is 
leased under a long-term lease, lessee to pay taxes, insurance, repair, and 
maintain the premises. The trust powers are limited so that the trustees may 
not buy and sell other property, reinvest the proceeds, but may have such busi- 
ness powers incidental to and necessary for the preservation of the property 


sidered an association taxable as a corporation. In all of our experience we have never 
been required to pay such corporate taxes.” 

88 Sherman v. Comm’r, 146 F.2d 219 (6th Cir. 1944). 

89 See notes 65 and 80 supra. See also Comm’r v. Gibbs-Preyer Trusts, 117 F.2d 
619, 622 (6th Cir. 1941), where the Court ignored long unused powers and looked to the 
actual activities of the entity. 

90 “Cases of this type are not always clearcut but frequently fall within a twilight zone 
where slight differences of emphasis may well result in differing conclusions.” 7A MeEr- 
TENS, THE LAw oF FEDERAL INCOME TAXATION §43.09, 801 (1943) ; Thrash Lease Trust v. 
Comm’r, 99 F.2d 925 (9th Cir. 1938). 

91 T.R.C. §291(a). 

92 For collected cases, see 108 A.L.R. 340 (1937) ; 144 A.L.R. 1050 (1943); 166 A.L.R. 
1461 (1947). 

931.T. 3930, 1948-2 Cum. Butt. 126; I.T. 3933, 1948-2 Cum. Butt. 130; I.T. 3948, 
1949-1 Cum. Butt. 161. 

94 For criticism of these rulings, see Ray and Hammond, Oil and Gas Operating Agree- 
ments, 27 TAxEs 617 (1949). See also, Anthony, Tax Considerations in Dealing in Oil 
and Gas, 28 Taxes 1202, 1208 (1950). 
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such as obtaining another lessee in the event of default, managing the property 
during such contingency, and borrowing funds for maintaining the trust in- 
vestment. The trust, regardless of degree of corporate resemblance, is not 
created and maintained as a medium for business enterprise. The trust is 
not taxable as an association.” 

2. A trust is set up to hold title to land containing coal, timber, or other 
natural wealth. Activities are limited as in example 1. The land is leased 
under long-term lease, lessee performing the mining, cutting, or other extrac- 
tion. Trust powers are limited as in example 1. The lessee and not the trust 
is engaged in business for gain or profit. The trust, regardless of degree of 
corporate resemblance, is not created and maintained as a medium for business 
enterprise. The trust is not taxable as an association.” 

3. A trust is set up to hold title to land. The trust instrument contains pow- 
ers to buy, sell, subdivide, manage, operate, and deal in real estate. The trust 
carries on one or more of these activities as a major activity. The trust, if it 
meets the test of corporate resemblance set forth in the regulations, is taxable 
as an association.°* 

4. A trust is set up to hold title to land. The trust instrument contains some 
but not all of the powers set forth in example 3. Trust activities are limited as 
in examples 1 and 2. By compliance with the rules and regulations of the 
Commissioner, the trustee may amend the trust instrument to eliminate the 
trust powers not incidental to nor necessary for the trust activities. Upon 
filing such amended trust instrument with the Bureau of Internal Revenue, 
the trust will not be deemed created and maintained as a medium for business 
enterprise. It will not be taxable as an association. If the trust is not 
amended as aforesaid, then it will be deemed created and maintained as a 
medium for business enterprise. It will be taxable as an association ®* if it 
meets the test of corporate resemblance. 

The theory underlying examples 1 and 2 above is that investment activities 
plus incidental powers should not add up to business purpose. The English 
case of Smith v. Anderson * considered investment to be the doing of an act 


%5 This is analogous to a ground rent land trust. See note 30 supra. The same result 
should follow whether or not rents are collected, leases renewed, or property sold upon 
expiration of the lease, by an agent for the trustee; likewise, whether or not the res 
is a single-tenant or multi-tenant building. The line of distinction is still between business 
and investment. See Reg. 111, Sec. 29.3797-3. 

96 See Hugh MacRae Land Trust, 1 T.C. 899 (1943). 

97 These are business purposes enumerated by Justice Hughes in Morrisey v. Comm’r, 
296 U.S. 334, 357 (1935). 

98 Some such suggestion may go far in taking the harshness out of the business purpose 
doctrine. 

99 Smith y. Anderson, 15 Ch. D. 247, 279 (1880): “The trustees were not to enter, . . 
upon a series of acts which, if successful, would obtain a gain. They were joined together 
for the purpose of once for all investing certain money ... and not for the purpose of 
obtaining gain from a repetition of investments ... they were not associated ... for 

. . speculating in shares. That was not their business. There was no reason why, when 
they had once made an investment, it should, under ordinary circumstances, ever be 
changed.” 








1952] NOTES 117 


once and thereafter receiving the fruits of that act in rents and profits. Judge 
Learned Hand advanced this concept in the investment trust cases '°° by making 
the test whether the trustee had power to vary the investments. Flagg, Free- 
land and Reiling have restated this as a business management rule applicable 
to association cases generally, “. . . trusts formed to hold assets as well as to 
liquidate them should be classified as associations taxable as corporations where 
there is any business discretion in the trustees.” ?° 

Investment, then, is a relationship created for the holding of an asset for a 
substantial period of time before liquidation, with a periodic, relatively fixed 
return to the holders of the asset. All powers necessary to maintain the pro- 
ductivity of the asset during the holding period, as well as powers necessary 
to recoup the capital expended for the asset in the event of liquidation, should 
be considered incidental thereto. Such powers should not add up to business 
discretion and should not convert the investment into a business. 

The ministerial trustee or other representative owner normally holds and 
conserves assets as in a pure trust.1°? Arrangements of this kind should be 
classified along with pure trusts when adjunct to unincorporated businesses. 
Powers and activities in these arrangements are only collateral and incidental 
to the main business activities. If the instrument provides for business manage- 
ment in the trustee or in other persons in a representative capacity,’® then 
examples 3 and 4 should apply. By amendment of the instrument, the determi- 
nation of taxable status by mere refinements of draftsmanship could be avoided. 
Thereafter, only activities would need to be considered. 

Perhaps Congress can eliminate the vexatious search for business discretion 
in incidental powers altogether. It can amend section 3797(a) (3) to read as 
follows: 


Corporation.—The term ‘corporation’ includes associations, joint-stock com- 
panies and insurance companies. /n determining classification as a corporation, 
only the activities of the entity during the taxable year shall be taken into 
account. 


This is the “doing business” test of the corporate excise and capital stock 
tax cases.1 It is simple to understand and easy to apply. It eliminates the 


100 Comm’r v. North American Bond Trust, 122 F.2d 545 (2d Cir. 1941), cert. denied, 
314 U.S. 701 (1941). 

101 Flagg, Freeland and Reiling, Associations Taxable as Corporations, 2 Am. U. Tax 
Inst. 305, 324 (1949) ; Smith, Associations Classified as Corporations Under the Internal 
Revenue Code, 34 Catir. L. Rev. 461, 503, 504 (1946); Reynolds v. Hill, 184 F.2d 294 
(8th Cir. 1950). 

102 See note 5 supra. 

103 Lewis & Co. v. Comm’r, 301 U.S. 385 (1937); Turner, Some Legal Aspects of 
Beneficial Interests Under Illinois Land Trusts, 39 Itt. L. Rev. 216, 242 (1945) states: 
“Since the duties of the trustee under the typical subdivision land trust are broader and 
more extensive than the duties under the land trusts discussed herein, it should follow 
that the decision in the Lewis case exempts Illinois land trusts from taxability as 
associations.” 

104 Zonne v. Minneapolis Syndicate, 220 U.S. 187 (1911); McCoach v. Minehill Rail- 
way Co., 228 U.S. 295 (1913); United States v. Emery, Bird, Thayer Realty Co., 237 
U.S. 28 (1915); Von Baumbach v. Sargent Land Co., 242 U.S. 503 (1916); Sears v. 
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search for business or non-business purpose as expressed iri powers in the 
instrument under which the organization operates. An entity which does not 
carry on business activities in corporate form would be exempt from corporate 
tax. Since holding title and collecting rent have been held to be not doing 
business,!® the land trust limited to such activities would be taxable as a 
trust and not as an association.**° 


CoNCLUSION 


The courts have struggled with the association concept in order to determine 
which non-corporate entities are exempt from the corporate tax and which 
are not. With the rise and growth of the federal income tax, it is not surprising 
that legal principles have shifted to limit the exemptions and extend the scope 
of the statute considerably. As a result, non-corporate entities may be liable 
for corporate income tax even though their activities, such as ownership of 
property and collection of rent, would not normally attract the tax.’°* A find- 
ing of an intent to do business is enough to convert the entity into an association 
taxable as a corporation. 

Nevertheless, persistent use of non-corporate forms indicates that by and 
large they serve legitimate economic and social purposes not as readily accom- 
plished by the use of corporations.*°* Taxing them as corporations under 
existing principles may well make their use uneconomical and prohibitive. 
The Treasury may ameliorate the situation by amending the regulations or 
rulings. In the long run it will be up to Congress to reexamine the entire 
problem and furnish the solution by legislation. 

—JosEePpH TAUBMAN * 


Hassett, 111 F.2d 961 (ist Cir. 1940). “Questions of taxation must be determined by 
viewing what was actually done, rather than the declared purpose of the participants.” 
Weiss v. Stearn, 265 U.S. 242, 254 (1923). 

105 See notes 87 and 104 supra. 

106 “Where a trust holds leased property and merely collects and distributes the income 
therefrom, it is not engaged in business.’ 7A Mertens, THE LAw or FeperAL INCOME 
TAXATION §43.13, 809 (1943). 

107 In the exemption field, charitable organizations can own property and collect rent 
without incurring tax. I.R.C. §101 states: “For the purpose of this paragraph the term 
‘trade or business’ shall not include the rental by an organization of its real 
property.” Moreover, rents from real property are excluded from tax on unrelated busi- 
ness net income of such organizations. I.R.C. §422(a)(3). Nor will broad powers in 
its charter of incorporation defeat the exemption. Comm’r v. Battle Creek, Inc., 126 F.2d 
405 (5th Cir. 1942). “... if certain exemptions from corporate taxation are made in the 
taxing of corporations then the same exemptions should be made in the case of associa- 
tions... .” Note, 7 U. or Pitt. L. Rev. 255, 258 (1941). 

108 F.g., the ground rent land trust, the ministerial land trust, the family land trust. 
* Member of the New York Bar. 
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THE FeperAL TAXING Process. By 
roY BLoUGH. New York: Prentice- 
Hall, Inc., 1952. Pp. x, 506. $5.65. 


The title of this book understates 
the contents of an extremely valuable 
addition to the rapidly accumulating 
literature which deals in simple terms 
with the history, philosophy, and eco- 
nomics of a complicated subject. I 
wish that The Federal Taxing Process 
had been available to me a little more 
than ten years ago as an item in a pro- 
gram of preparation for three strenu- 
ous years of participation in the proc- 
ess so painstakingly described in this 
volume. But the author was then par- 
ticipating along with me and acquiring 
at first hand on the front line a knowl- 
edge without which so useful a book 
could never have been written. Fu- 
ture participants in the federal taxing 
process will have an easier time than I 
had, and do a better job, if they absorb 
the wisdom contained in Dr. Blough’s 
explanation of how tax laws come to 
be what they are and fail to become 
what they are not. Too little of that 
kind of mature wisdom is astir at this 
critical phase in American tax history. 

The importance of The Federal 
Taxing Process derives from the im- 
portance of its subject. A dangerous 
international situation has created the 
necessity for a tax burden of war 
proportions. That necessity threatens 
to continue at least for the indefinite 
future. There may be hope of mod- 
erate relief when the present defense 
program tapers off, but only an in- 
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corrigible optimist could expect even 
in any distant future that degree of 
tax reduction which would restore to 
the subject of taxation the relative un- 
importance it had earlier in the 20th 
century. Yet the American people 
have only a partial realization of the 
perplexing implications and the salient 
importance of taxation. In the Senate 
debate on the 1951 Act Senator Hum- 
phrey of Minnesota, leading a dra- 
matic revolt against the Senate Fi- 
nance Committee, explained that some 
amendments he proposed to submit on 
the floor would be offered “in the 
process of education in economics, the 
process of citizen education, which is 
imperative particularly when taxation 
takes such a tremendous share of the 
national income. It then becomes im- 
perative that every citizen understand 
how taxation works, how the tax reve- 
nue is extracted, from whom it is ex- 
tracted, and what portion is being paid 
by the different groups in the coun- 
try.” This was an extremely con- 
servative estimate of the necessities of 
the American scene. We shall never 
have the kind of tax system we need 
until the process of citizen education 
is sufficiently widespread and deep- 
seated to create a compelling grass- 
roots demand for better tax laws. 

Dr. Blough’s book would be an ex- 
cellent springboard for citizens who 
wish to learn more about how federal 
taxation works. It is no mere skeleton 
outline of the federal taxing process. 


197 Conc. Rec. 11709, 82d Cong., Ist 
Sess. (Sept. 20, 1951). 
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The author describes the legislative 
process with careful detail from its 
period of gestation in the Treasury 
prior to the formal presentation of 
recommendations by the Secretary to 
the Ways and Means Committee to 
the end of its long road at the White 
House, where the Chief Executive 
must exercise his final prerogative. 
The description takes in the public 
hearings held by the House Ways and 
Means Committee and the Senate Fi- 
nance Committee, the executive ses- 
sions of both these Committees, the 
process of debate in both branches of 
Congress, and the final reconciliation 
of disparate tax bills by the Confer- 
ence Committee. It covers the ad- 
ministrative and interpretative roles 
played by the Bureau of Internal 
Revenue and the Treasury,’ and the 
interpretative job which has been too 
much transferred from the Bureau 
of Internal Revenue to the federal 
courts. I know of no other book 
which assembles and presents all this 
vital information in such compact and 
readable form. 

The scope of the book goes well 
beyond a description of how tax stat- 
utes emerge from the wilderness of 
the legislative process, and how they 
fare after enactment in elaborate ad- 
ministrative and interpretative pro- 
cedures. Chapter Three contains an 
excellent summary and evaluation of 
the major tax arguments brought be- 
fore tax committees. Chapter Thir- 
teen outlines under 67 headings the 
most important and persistent tax is- 
sues confronting the makers of federal 


2C. Seven. 
3C. Eight. See Fisenstein, Some Icono- 
clastic Reflections on Tax Administration, 


58 Harv. L. Rev. 477, 501, 524 (1945). 
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tax policy. The explanation of these 
issues is fair and clear and should be 
highly educational to a person who 
wishes to acquire the perspective nec- 
essary for adequate judgment as to the 
quality of tax legislation. Chapter 
Sixteen contains a well-rounded dis- 
cussion of what the author calls, for 
lack of a better term, “Regulatory Ef- 
fects of Taxation.”* This chapter 
should be helpful to a diminishing 
number of people who still believe 
that the only function of taxes is to 
produce revenue. 

Particularly timely is a discussion 
of the problem of economic and psy- 
chological tax limits.® I wish that the 
author had taken the space necessary 
to demonstrate in greater detail the 
fallacies inherent in the arguments ° 
of the Australian economist, Colin 
Clark, which lately have aroused a 
good deal of wishful interest in the 
United States.’ Dr. Clark’s thesis is 


4The author has some trouble with this 
term. He states that the “non-revenue pur- 
poses” of taxation are variously referred to 
as “non-fiscal, reform, economic and social, 
control, and regulatory.” He adds, “None 
of these phrases is very satisfactory, but 
regulatory perhaps comes nearest to ex- 
pressing the central idea.” (410). 

SP. 229. 

6 See 201 Harpers 67-69 (Dec. 1950), 
reprinted in 6 Tax OutLoox (Feb. 1951). 
The same views were expressed in Prin- 
ciples of Public Finance and Taxation, Fen. 
Inst. oF Accountants (Arthur Capper 
Moore Research Lecture) (Australia, Aug. 
1950), an article which has not been cir- 
culated widely in this country. See also 
Three Economic Illusions—Is Britain 
Heading for a Big Inflation? MANCHESTER 
GuarpiANn, England, Sept. 18, 1951; see a 
letter of Colin Clark in the Hearings Be- 
fore the Joint Committee on the Economic 
Report, January, 1952, Economic Report 
OF THE PRESIDENT (Jan. 31, 1952). 

7I have read in manuscript form a 
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that “‘when taxes are in excess of 25 
per cent of the national income they 
lead to inflationary increases in prices 
that continue until the national income 
in money terms has risen to the point 
that taxes are 25 per cent or less of 
the national income.’ Total tax col- 
lections in the United States ran to 
about 30 per cent of the national in- 
come in 1951. Dr. Blough points to 
the lack of logical support for any 
given percentage of tax limit and dem- 
onstrates that many factors enter into 
this difficult equation. Among them 
are the level of national income, the 
uses made of expenditures, expected 
future tax levels, the forms of taxes 
adopted, the distribution of the tax 
load, the quality of tax administration, 
the rapidity of tax increases, the in- 
ternational situation, and the extent to 
which other measures of economic 
policy are used. 


refutation of the Clark thesis by Joseph A. 
Pechman and Thomas Mayer which I 
understand will shortly appear in THE ReE- 
VIEW OF EconoMICs AND STATISTICS pub- 
lished by Harvard University. See also 
Goode, An Economic Limit on Taxes: 
Some Recent Discussions, V Nat. Tax J. 
227 (Sept. 1952) ; Heller, Hearings Before 
the Joint Committee on the Economic Re- 
port, January, 1952, Economic Report oF 
THE PresIvENT 320-325 (Jan. 31, 1952). 

8 This suggestion of Dr. Clark is to be 
distinguished from the proposal of a con- 
stitutional amendment to prohibit the Fed- 
eral Government from taxing incomes, es- 
tates, and gifts in peacetime at rates in 
excess of 25 per cent. See Constitutional 
Amendment to Limit Federal Income, Es- 
tate and Gift Taxes to 25 Percent, Memo- 
randum of Tax Advisory Staff, Treasury 
Dept., Jan. 15, 1952. See also Problems 
Relating to State Applications for a Con- 
vention to Propose Constitutional Limita- 
tions on Federal Tax Rates, Staff Report 
to the Committee on the Judiciary, House 
of Representatives, July 23, 1952. 
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Although Congress is responsible 
for tax statutes, most proposals for 
changes in federal tax law originate 
outside Congress and many persons 
not in Congress contribute to the leg- 
islative product finally emerging from 
deliberations and debate on Capitol 
Hill. Under the direction of the 
President the Treasury makes its con- 
tribution by way of suggestions, rec- 
ommendations, and analyses. Other 
agencies—including the Budget Bu- 
reau, the Council of Economic Ad- 
visors, and the Board of Governors 
of the Federal Reserve System *—also 
participate in the complicated process 
of tax policy formation; so do many 
outside experts unconnected with the 
Government. The author paints an 
accurate picture of the services per- 
formed by these advisory agencies. 
Last, but far from least, he also deals 
with the significant part played in the 
federal taxing process by pressure 
groups at least purporting to represent 
producer interests, consumer interests, 
and various business and financial in- 
terests. Two outstanding facts emerge 
from this presentation. One is the 
frequent failure of the representatives 
of the pressure groups to “discover 
and promote” the long-range interests 
of those groups.’® The other is the in- 
adequacy of representation of the gen- 
eral public interest. As the author 
says, it is “the duty of the Treasury to 


9In 1942 and 1943 this list of agencies 
included the Commerce Department, the 
War Production Board, the Office of War 
Mobilization, the War and Navy Depart- 
ments, the Department of Agriculture, the 
Department of Justice, the Sccia! Security 
Board, the Securities and Exchange Com- 
mission, and the Office of Price Administra- 


tion. 
10 Pp. 43, 477: 








protect the silent general interests 
against the vociferous private inter- 
ests that make themselves heard be- 
fore the taxing committees.” 7* But 
the Treasury needs more allies than 
it ever has and the active support of 
an informed public. In recent days 
the nearest approach to objective rep- 
resentation of the general welfare 
among business groups has come from 
the Committee for Economic Develop- 
ment. The Congress of Industrial 
Organization has been the most active 
of labor groups and has provided 
much unbiased criticism. 

As a whole, The Federal Taxing 
Process is well organized and balanced 
in viewpoint. It should be on the re- 
quired reading list of a good many 
people. Students about to cross the 
threshhold of federal taxation should 
acquire from the book a solid founda- 
tion for their later contact with that 
vast and mysterious subject. But the 
book is much more than a primer. At 
the other end of the spectrum it may 
be confidently asserted that many 
Senators and Congressmen could prof- 
itably check much of their current 
thinking against the contents of Dr. 
Blough’s book. To those who com- 
plain most loudly that the federal tax 
system does not measure up to their 
self-appointed standards, I would rec- 
ommend a careful reading of the vol- 
ume. If anything could induce a more 
charitable attitude among these critics 
and make their future comments more 
constructive, this book should do so. 
Indeed, it might develop a sense of 
wonder that anything as satisfactory 
as our existing federal tax system 
has emerged from the ponderous ma- 


11 P, 42, 
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chinery ** of Congressional commit- 
tees, hearings, debates, and adminis- 
trative and judicial interpretation that 
constitute the federal taxing process. 
Congress does much of its work the 
hard way; the courts have too much 
work to do; and the Bureau of In- 
ternal Revenue sometimes fails to do 
the work it should do. From this 
viewpoint The Federal Taxing Proc- 
ess suggested to me that the day of 
miracles is still with us, for we have 
a better tax system that we have any 
right to expect from such an ineffi- 
cient process. The book has also re- 
newed in me a sense of realization 
that a less than perfect tax system is 
one of the prices we must pay for a 
governmental structure involving a 
distribution of power among three 
separate departments. 

I am irresistibly tempted to add the 
suggestion that tax lawyers cannot af- 
ford to neglect Dr. Blough’s book. In- 
deed, their clients should insist that 
they digest the book. A tax lawyer 
who has not progressed beyond a 
knowledge of the technical aspects of 
federal taxation is not fully equipped 
for tax practice, even on a level of fit- 
ness to represent clients. As Norris 
Darrell has pointed out,’* the respon- 
sible tax adviser should realize that 
technical proficiency can do no more 
than “make judgments informed,” 
and that it cannot “take the place of 
judgment.” Frequently the tax law- 
yer must “develop a broad outlook and 
balanced judgment which will be im- 


12 Cf. Douglas, J. concurring, in Youngs- 
town Sheet and Tube Co. v. Sawyer). 343 
U.S. 579, 629 (1952). 

18 PROCEEDINGS OF New YorK UNIVER- 
sity E1cgHtH ANNUAL INSTITUTE ON FEp- 
ERAL TAXATION 983 (1950). 
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peded neither by a sense of vested 
superior knowledge in his field nor 
by a sense that all rules and principles 
are dissolving into confusion.” He 
must be familiar with the legislative 
process, with the history of past statu- 
tory revisions, and “the unending in- 
terplay between fiscal policy and a 
constantly reshaping society.” Often 
he must try to anticipate and evaluate 
the nature and likelihood of future 
statutory change and the direction or 
trend of development in the most dy- 
namic branch of present day law."* 

The tax expert has larger duties if 
he would see them.*® A long time 
ago a disillusioned tax expert, who 
fully realized along with others ** that 
class politics is of the essence of taxa- 
tion,” expressed a lingering hope that 
as citizens, skilled in the art of taxa- 
tion, at least some tax experts would 
zealously labor for policies which re- 
flected the fiscal needs of the nation 
and not merely the aspirations of 
some class or group. A tax expert 
cannot do this intangible but larger 
part of his job intelligently if he re- 
mains uninformed on the basic level of 
economic and fiscal history and policy. 
Indeed, unless he is so informed, it 
will hardly occur to him that this is 
part of his job. 


14 PauL, STUDIES IN FEDERAL TAXATION 
99 (1937). 

15 Griswold, The Blessings of Taxation: 
Recent Trends in the Law of Federal Taxa- 
tion, 36 A.B.A.J. 999, 1002, 1057 (1950) ; 
Paul, The Responsibilities of the Tax Ad- 
viser, 63 Harv. L. Rev. 377 (1950). 

16 Cf. argument of James C. Carter in 
Pollock v. Farmers Loan & Trust Co., 157 
U.S. 429, 516, 518 (1895). 

17 Adams, Ideals and Idealism in Taxa- 
tion, 18 Amer. Econ. Rev. 1 (1928). 


Finally, I urge the people who cher- 
ish a regard for themselves as liberals 
to take full advantage of this careful 
explanation of the federal tax process. 
In the debate on the 1950 Act Senator 
Humphrey offered some advice to “so- 
called liberals in American Govern- 
ment and others” if they “wish to do 
a great job for humanity.” '* They 
had better, the Senator advised, ‘“‘in- 
terest themselves in taxation, they had 
better start interesting themselves in 
the policies of the Federal Reserve 
Board, they had better start interest- 
ing themselves in the basic financial 
structure of this country.” The Sena- 
tor’s point was well taken. In taxa- 
tion, as in other areas, there is some- 
times a striking similarity between the 
attitude of some liberals and some 
conservatives. The common denomi- 
nator in the thinking of many mem- 
bers of the two groups is a dogmatism 
which is tragically misplaced in deal- 
ing with the fluid and inexact science 
of taxation. Light is more necessary 
than heat if weare to achieve progress. 
The Federal Taxing Process supplies 
much light without undue heat. In 
this and many other respects the book 
is a distinct contribution to one of the 
most baffling subjects of our time. 

—Ranpotru E. Paut * 


1896 Conc. Rec. 13696, 81st Cong., 2d 
Sess. (Aug. 29, 1950). 

* Member of the New York and District 
of Columbia Bars and of the firm of Paul, 
Weiss, Rifkind, Wharton & Garrison: for- 
merly General Counsel of the Treasury and 
Acting Secretary of the Treasury in charge 
of foreign funds control; and author of 
Stupies IN FEpERAL TAXATION (three 
series, 1937-40), FepERAL EsTaTE AND GIFT 
TAXATION (1942), TAXATION FOR PROs- 
PERITY (1947), and other works on tax law 
and policy. 
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FEDERAL INCOME TAXATION OF Part- 
NERSHIPS. By PAUL LITTLE. Boston: 
Little, Brown and Company, 1952. 
Pp. 469. $12.50. 


The partnership is a schizophrenic 
legal animal. For some purposes in 
the law the partnership is a non-entity, 
merely an aggregation of individuals 
who have associated themselves to- 
gether as co-owners and operators of 
an enterprise, while for other pur- 
poses the law recognizes the partner- 
ship as a separate and distinct entity. 
The income tax law, superimposed on 
the general law, sweeps into its bosom 
the difficulties and uncertainties aris- 
ing out of the split personality of the 
partnership and adds its own compli- 
cations arising out of the necessities of 
taxation. And Congress has thus far 
enacted only a brief charter of broad 
principles for the guidance of the tax- 
payer and the Government in solving 
partnership tax problems. 

Paul Little’s book is devoted pri- 
marily to a study of the federal income 
tax problems arising out of the im- 
pact on the tax law of the entity and 
the aggregate theories of partnership. 
Apart from the determination that a 
partnership exists for tax purposes, the 
principal controversial and uncertain 
issues in partnership income taxation 
stem from the conflict between these 
two theories. 

Some issues are settled. Thus, in 
conformity to the aggregate theory, 
interest on capital and salaries paid 
to a partner constitutes merely a me- 
chanic of distributing to the common 
owners and operators of a business 
their respective shares of its profits. 
On the other hand, the Lehman case, 
adopting the entity theory, has estab- 
lished the rule that a partnership in- 
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terest is a capital asset, the sale of 
which gives rise to capital gain or loss. 
In this view the Commissioner of 
Internal Revenue, after a long fight, 
has finally acquiesced. The toughest 
problems arise out of differences be- 
tween the value and basis of contrib- 
uted property, dissolutions and reor- 
ganizations of partnerships, sales of 
partnership interests, and the death or 
change of partners. 

Little digs his teeth into each of 
these complex problems, reads the 
cases and rulings with acuteness, and 
comes up with critical judgments not 
distorted by a preconceived preference 
for one or the other basic partnership 
theory. Thus, in dealing with sales 
of property by a partner to a partner- 
ship, or by the partnership to a part- 
ner, the author would apply the aggre- 
gate theory to the extent of disallow- 
ing losses on such sales in view of the 
tax avoidance risks. In dealing with 
the basis to a partner of distributed 
property, the present law, recognizing 
the partnership as an entity for tax- 
computing purposes, requires the 
partner to apply to the assets received 
his basis for his interest in the part- 
nership. This method is in general 
approved by the author, but in order 
to approximate as closely as possible 
the partnership’s basis for property 
and thus avoid undue distortion of 
income, he recommends that the total 
basis be allocated among the individ- 
ual assets by reference to the partner- 
ship’s basis rather than to the value 
of the property. Generally, the au- 
thor’s recommendations follow those 
of the Committee on Taxation of 
Partnerships of the Section on Taxa- 
tion of the American Bar Association. 
Contributed property is the focal 
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point of many problems in the penum- 
bral area between the entity and ag- 
gregate doctrines. Thus, A contrib- 
utes toa partnership depreciable assets 
having a tax basis of $50,000 and a 
market value of $100,000, and B con- 
tributes $100,000 in cash. A and B 
share equally in the profits, and the 
capital account of each is credited 
with $100,000. It is established that no 
gain or loss is recognized by reason of 
A’s contribution of the property and 
that the partnership basis for the prop- 
erty is $50,000. In determining the 
distributive income of A and B ona 
sale of the property by the partner- 
ship for $125,000, how is the $75,000 
excess over basis at the date of con- 
tribution allocated? Little points out 
that the increment in value since the 
date of contribution to the partnership 
presents no problem, because each 
partner properly includes $12,500 as 
capital gain in his individual return. 
But a similar solution may work un- 
fairness to the parties, or permit avoid- 
ance of a fair share of the tax burden 
or manipulation by the parties, if each 
reports half the excess over fair mar- 
ket value as of the date of contribu- 
tion. Little analyzes the solutions 
which have been offered: 

(1) Pro rata allocation method. 
Each partner shares the gain pro rata 
in accordance with his partnership in- 
terest. Little argues that this result is 
most unfair to B who has matched 
A’s contribution of the property (with 
a basis to A of $50,000 and a value of 
$100,000 at the date of contribution) 
with $100,000 in cash. There is no 
reason therefore why B should pay 
any tax on the $50,000 capital gain, 
unless he has so specifically agreed. 
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(2) Partnership accounting method. 
The agreed value of the property is 
given full effect for purposes of allo- 
cating the tax. Thus, when the prop- 
erty is contributed, A is deemed to 
have realized a deferred non-recog- 
nized gain of $50,000 on the property. 
When the partnership sells the prop- 
erty, this gain is taxed entirely to A. 
The difficulty found with this method 
is that in dealing with depreciable 
property, A will have paid a tax year 
by year on a part of the deferred gain 
through charges against his share of 
the income of depreciation on a basis 
of $100,000—not the $50,000 partner- 
ship basis—at a time when he has 
realized no income. 

(3) Ceiling method. This meth- 
od modifies the pro rata allocation 
method by taxing the deferred gain 
to the contributing partner only in the 
year in which the gain is realized by 
the partnership—ordinarily when it 
sells its property and not through 
charges on account of depreciation— 
while at the same time allowing the 
other partners the benefit of deprecia- 
tion measured by the value at which 
the partnership acquired the property. 
The ceiling method is criticized by 
Little as ignoring the “critical element 
in this situation,” z.e., “the economic 
relationship of one partner to another.” 
He regards the fact that “one partner 
may be taxed on more or less than the 
total amount of partnership income” 
as relatively insignificant and con- 
cludes that the ceiling method is sound 
only if the parties have not agreed to 
the pro rata or partnership accounting 
method. 

Throughout, Little is keenly aware 
of the danger that the full utilization 
of either the-entity or the aggregate 
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theory may result in avoidance of a 
fair share of the tax burden and in 
manipulation. Yet his solution to the 
contributed property problems might 
itself facilitate manipulation by allow- 
ing the parties to use any one of 
the three methods he outlines. Given 
varying tax brackets of the partners, 
does not the allowance of an option by 
agreement such as Little supports, and 
indeed as existing regulations appear 
by inference at least to permit, give 
the greatest scope for arrangements 
which will produce the lowest aggre- 
gate tax bill? A definite statutory 
formula would seem necessary to di- 
minish the likelihood of such tax re- 
duction optional methods. 

The author adds little that is origi- 
nal to the thinking in the field. Most 
of his analysis has already appeared 
from other pens in extensive commen- 
taries in the law reviews and in tax 
institute proceedings. His contribu- 
tion, which is a significant one, con- 
sists in compiling the available ma- 
terials and thinking in the field in a 
single volume and in bringing to bear 
his own critical evaluation of the ma- 
terials. In the areas to which the book 
is principally devoted, this is an ex- 
tremely useful work, which should 
prove valuable to practitioners, to stu- 
dents of the field, and to Congres- 
sional committees dealing with taxa- 
tion. 

The usefulness of the work is how- 
ever limited by its scope. It is not 
presented as a complete treatise on the 
federal income taxation of partner- 
ships ; one may, therefore, quarrel with 
its title as being misleading. Two 
areas of great importance in the part- 
nership tax field are treated very 
briefly—the classification of partner- 
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ships, joint ventures, and associations 
as corporations for tax purposes re- 
ceives only three pages of discussion, 
and a page and a half is devoted to 
the taxation of family partnerships. 
Such cursory treatment of these prob- 
lems seriously limits the usefulness 
of the work to the tax practitioner. 
Unfortunately, also, Little’s consid- 
eration of other aspects of the taxa- 
tion of partnerships—which he dis- 
cusses at length—is not given the 
same full and scholarly treatment 
which he devotes to the issues that 
are at the heart of the entity-aggre- 
grate conflict.’ 


1 To test out the coverage, this reviewer 
selected at random a number of cases and 
problems in the field and found the work 
wanting at a number of points. Thus, 
among the cases omitted by the author are 
those dealing with the qualification of a cor- 
poration as a partner [Rogers v. Comm’, 
180 F.2d 720 (3d Cir. 1950) ; Abraham B. 
Johnson, 7 B.T.A. 820 (1927); Maggio 
Bros. Co. Inc., 6 T.C. 999 (1946) ; Joseph 
L. Selling, 22 B.T.A. 920, aff'd sub nom. 
Union Guardian Trust Co. v. Burnet, 64 
F.2d 712 (D.C. Cir. 1933) ]; deduction con- 
troversies arising out of life, health and 
accident insurance premiums paid by part- 
ners and the partnership [Clarence W. 
McKay, 10 B.T.A. 949 (1928); Joseph 
Nussbaum, 19 B.T.A. 868 (1930); O.D. 
243, 1 Cum. But. 160 (1919)]; the tax 
effects of assignments of a share of the 
partnership income or of a share in a part- 
nership interest [Burnet v. Leininger, 285 
U.S. 136 (1932) ; Kell v. Comm’r, 88 F.2d 
453 (5th Cir. 1937); E. F. Simms, 28 
B.T.A. 988 (1933) ; the Simms case is cited 
by the author on other issues] ; the ordinary 
or capital nature of the loss allowed to a 
partner who forfeited his interest under the 
terms of a partnership agreement [Gaius G. 
Gannon, 16 T.C. 1134 (1951)]; and the 
allocation between income and capital of 
the proceeds of a judgment of dissolution 
of a partnership [Specialty Engineering Co., 
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The work eloquently demonstrates 
the need for statutory revision and 


12 T.C. 1173 (1949)]. Indeed, the issues 


involved in many of the cases cited are not 
discussed in the work, despite the fact that 
the broad categories into which they fall 
are encompassed by the work. Moreover, 
other problems arising in the taxation of 


partnerships are referred to by the author 


but given inadequate treatment. See, ¢.g., 
the very brief references to the deductions 
for net operating losses and charitable con- 
tributions as applied to partnerships. 


clarification of the partnership taxa- 
tion sections of the Code. Little’s work 
should add effective emphasis and 
constitute a valuable tool in accom- 
plishing the required changes. 
—JEROME R. HELLERSTEIN * 


* Member of the New York Bar and of 
the firm of Hellerstein & Rosier; Assistant 
Professor of Law at New York University 
School of Law; and Editor of Cases AND 
MATERIALS ON STATE AND LocAL TAXATION 
(1952). 
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Blockage And The Invested Capital Credit 


WESTON VERNON, JR. ann ROBERT T. MOLLOY 


Eguity INVESTED CAPITAL 


Significance of the Concept “Property Paid In For Stock.” Under all 
three excess profits tax statutes the ascertainment of the amount of prop- 
erty paid in for the taxpayer’s stock has been a matter of moment. Under 
E.P.T. I* the credit was based exclusively ? on historical equity * invested 
capital which was defined as including the “actual cash value” of tangible, 
and subject to certain limitations,* of intangible property bona fide paid 
in for stock or shares ° at the time of such payment. Under E.P.T. II® 
equity invested capital included property, valued at its unadjusted basis for 
loss,’ paid in for stock. Even where the credit was based on income, the 


WESTON VERNON, JR. is a member of the New York and District of Columbia Bars 
and a partner in Milbank, Tweed, Hope & Hadley; President of New York State Bar 
Association; formerly Chairman of Section on Taxation of American Bar Association; 
and member of Advisory Board of the Tax Law Review. 

Rosert T. Mottoy is a member of the New York Bar, associated with Milbank, Tweed, 
Hope & Hadley, and frequent contributor to the Tax Law Review. 

1E.P.T. I is employed throughout as a shorthand reference to the World War I excess 
profits tax imposed under Title II of the Revenue Act of March 3, 1917 (Excess Profits 
Tax) and of the superseding Revenue Act of October 3, 1917 (War Excess Profits Tax), 
and under Title III of the Revenue Acts of 1918 (War Profits and Excess Profits Tax) 
and 1921 (War Profits and Excess Profits Tax for 1921). 

2 There were some exceptions, of course. For example, special assessments of tax were 
provided for in certain hardship cases, as where the Commissioner was factually unable 
to determine a taxpayer’s invested capital. Revenue Acts of 1921 and 1918, Sec. 327(a). 

8 Borrowed capital was rigorously excluded from the statutory definition of invested 
capital under E.P.T. I. “As used in this title [III] the term ‘invested capital’ does not 
include borrowed capital.” Revenue Acts of 1921 and 1918, Sec. 326(b). “As used in 
this title [II] ‘invested capital’ does not include . . . bonds (other than obligations of the 
United States), ... mor money or other property borrowed... .” Revenue Act of 
October 3, 1917, Sec. 207. And even the superseded Revenue Act of March 3, 1917, 
provided in section 202 that “for the purposes of this title [II], actual capital invested 
. . . does not include money or other property borrowed.” 

4The details relating to these limitations, designed to exclude speculative and infla- 
tionary values from invested capital as computed for excess profits tax purposes, need 
not detain us here. Those interested may consult section 326(a)(4) and (5) of the 
Revenue Acts of 1921 and 1918. 

5 Revenue Acts of 1921 and 1918, Sec. 326(a) (2). See also Revenue Act of October 3, 
1917, Sec. 207(a). 

6E.P.T. II refers to the national experience with excess profits taxation during the 
period 1940-1945. 

TLR.C. §718(a) (2). 
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additions authorized under the new capital adjustment * would upon oc- 
casion require the ascertainment of the amount of property paid in for 
stock. Under E.P.T. III ° the necessity for determining the basis of prop- 
erty paid in for stock has not diminished,’® the unadjusted basis for loss 
of property so paid in still remaining as the statutory test.” 

Basis. Under E.P.T. I,** II, and III * alike, provision—more or less 
complete and elaborate—has generally been made for a carry-over to the 
transferee of the substituted basis of the transferor where the acquisition 
was tax-free. Such tax-free exchanges of assets for stock clearly need 
not detain us, since the problem of blockage vel non can arise only where 
the property acquired possessed a cost, and not a substituted, basis.*° As 
a rough rule-of-thumb it may be said that acquisitions of property for 
stock through tax-free liquidations, reorganizations, or exchanges in a 
taxable year beginning after December 31, 1935 generally cannot present 
a blockage problem, whereas all other acquisitions conceivably may. 

Where a corporate taxpayer has acquired property in exchange for its 
own stock under conditions such that the basis of the property to the 
transferee is cost, then such basis is deemed equal to the fair market value 
of the stock at the time of its issuance.** Generally the fair market value 
of stock traded in on established exchanges is taken to be the median 
between the high and low prices at which such stock actually changed 
hands on the valuation date.** Although the excess profits tax regulations 


8 Cf., for example, I.R.C. §713(g) (3). 

9 E.P.T. III refers to our current excess profits tax statute in effect since July 1, 1950. 

10 Even the current relief provisions* are substantially all geared to invested capital in 
some fashion, which thus necessitates a computation of the value of property paid in for 
stock. 

11T.R.C. §458(d)—the historical invested capital method. Under I.R.C. §437(c)—the 
net asset approach—assets are valued at their adjusted basis for gain. 

12 Cf, Revenue Acts of 1921 and 1918, Sec. 331, and Revenue Act of October 3, 1917, 
Sec. 208. 

18 Cf, ILR.C. §§760-761, Supplement C. 

14 Cf. ILR.C. §§470-472, Part III. 

15 Where the exchange is tax-free, the value of the property paid in for stock is 
generally fixed by the adjusted basis of the transferor. Cf. Kay-Fries Chemical, Inc., 14 
T.C. 900 (1950; American Radio Telephone Co., 12 T.C. 140 (1949). Assets acquired 
for stock prior to January 1, 1936 in a tax-free exchange may yet have a cost basis in 
the acquiring corporation’s hands where the 50 per cent control requirement of section 
113(a)(7)(A) was lacking. See also Reg. 111, Sec. 29.113(a) (7)-1, example 2; Reg. 
130, Sec. 40.471-1(b) (1), Sec. 40.471-1(c) (2). Unfortunately, space is lacking for the 
consideration of the numerous unexpected consequences which may thus result. 

16 “Tf the basis to the taxpayer is cost and stock was issued for the property, the cost 
is the fair market value of such stock at the time of its issuance.” Reg. 130, Sec. 40.458- 
2(b). “Where property is paid in for stock . . . the amount of any property shall be the 
unadjusted basis to the taxpayer for determining gain upon a sale or exchange.” Reg. 130, 
Sec. 30.441-1(c). 

17 Cf. Reg. 105, Sec. 81.10(c) ; Reg. 108, Sec. 86.19(c). 
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fall short of explicitly affirming the application of this general rule to the 
ascertainment of basis of property paid in for stock in the determination 
of equity invested capital, its applicability is nonetheless clearly, though 
negatively, implied.** 

Fair Market Value and Blockage. Where blocks of stock, large in 
relation to the numbers actually bought and soid on the valuation date 
and during a reasonable period thereafter, are to be valued for tax ** or 
corporate *° purposes, the question almost inevitably arises whether con- 
temporaneous sales prices realized on small lots of the same stock may be 
taken as truly reflective of the per unit value of much larger quantities. 
The so-called blockage rule has grown from doubts that the selling prices 
actually received from smaller lots reflect the fair market value of larger 
quantities. 

A block of stock large enough to represent corporate control may oc- 
casionally possess a per share fair market value in excess of that in a 
smaller block.** More often, however, the effect of the blockage rule is 
to reduce the fair market value of the stock being valued below the figure 
at which smaller lots actually changed hands.” Thus, where the basis 
of property paid in for stock is to be ascertained by reference to the fair 
market value of the stock, then a successful invoking of the blockage 
doctrine may serve to reduce the basis of the property with a corresponding 
reduction in the equity invested capital. 


18 “Tf the stock had no established market at the time of the exchange, the fair market 
value of the assets of the company at that time should be determined and the liabilities 
deducted.” Reg. 130, Sec. 40.458-2(b). 

19 See cases cited notes 82-84 infra. 

20 See Bodell v. General Gas & Electric Corp., 15 Ch. 108, 132 Atl. 442, 450 (Ch. Ct. 
Del. 1926), aff'd, 15 Ch. 420, 140 Atl. 264, 267 (Sup. Ct. Del. 1927) (value of stock the 
subject of an alleged preferential dividend) ; Cleary v. Higley, 277 N.Y. Supp. 63, 73-75 
(N.Y.Co. 1934), aff'd without opinion, 284 N.Y. Supp. 989 (1st Dept. 1935). 

21“Tt frequently happens that the ownership of a large block of stock controls the 
management and policies of the corporation and that fact effects a great enhancement of 
the value of the total holdings over that of smaller units.” Frank J. Kier, et al., Execu- 
tors, 28 B.T.A. 633, 634 (1933). 

22 The amount of the per-share blockage reduction is, of course, a matter of factual 
proof in each case. A blockage reduction to $135 per share from $1534, the New York 
Stock Exchange mean on the date of gift, was allowed for 52,900 shares of du Pont Co. 
common stock in Henry F. du Pont, 2 T.C. 246, 253, 256 (1943) Nonacq., 1943 Cum. 
Butt. 30, appeal (C, T) dismissed, 3d Cir. July 21, 1943, 1944 P-H 61,082. A $44 per 
share discount below the mean average on the day of gift was allowed on a total of 
35,000 shares of Anderson, Clayton & Co. common, the subject of three gifts consisting 
of 15,000, 10,000, and 10,000 shares, respectively. Lamar Fleming, Jr., P-H T.C. Mem. 
Dec. $51,229. A $2 per share discount was allowed in J. Franklin McElwain, P-H T.C. 
Mem. Dec. 42,675, appeal (C) dismissed, 1st Cir. June 21, 1943, 1943 P-H 61,080; and 
again in Estate of Edmund H. Lunken, P-H T.C. Mem. Dec. 45,203. See also Barrett, 
Valuation of Stocks by the Blockage Rule, 29 Taxes 465, 467 (1951), where blockage 
discounts allowed in 13 cases varying from 33 per cent to minus 2 per cent are set forth in 
tabular form. : 
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Ex Post Facto Legal Developments. Although only acquisitions of 
property for stock which resulted in the acquisition of a cost and not a 
substituted basis for the property are here pertinent, it is worthy of note 
that over the years the scope of the non-recognition provisions of the tax 
law has been subject to marked contraction by judicial decisions possessed 
of retroactive effect.** As the law, both statutory and judicial, pertaining 
to tax-free exchanges has developed, numerous acquisitions of property 
for stock, deemed tax-free at the time, have subsequently been definitely 
excluded from the non-recognition provisions of the tax laws. The inter- 
pretation of seemingly innocuous phrases in the tax law has transformed 
transactions which were non-taxable into transactions in which gain or 
loss was recognizable. Examples of such phrases would include “a party 
to a reorganization,” ** “stock or securities,” * “solely °° for all or part 
of its voting stock,” ” “substantially all the properties of another cor- 


poration,” ** “immediately after the transfer,” *° and “recapitalization,” *° 


not to mention such extra-statutory esoterica as “independent corporate 
business purpose,” ** “step transaction doctrine,” ** “continuity of pro- 


23 Cf. United States v. Hendler, 303 U.S. 564 (1938), which in turn had to be overruled 
retroactively by statute. The acquisition of a cost basis in tax-free exchanges has also 
been curbed by statute (§113(a)(7)(B)). 

24 Groman v. Comm’r, 302 U.S. 82 (1937) ; Helvering v. Bashford, 302 U.S. 454 (1938). 

25 Pinellas Ice & Cold Storage Co. v. Comm’r, 287 U.S. 462 (1933); LeTulle v. 
Scofield, 308 U.S. 415 (1940) ; Bazley v. Comm’r, 331 U.S. 737, 743 (1947) (alternative 
holding). Cf. Wolf Envelope Co., 17 T.C. 471 (1951) Nonacq., 1952-1 Cum. BuLt. 6. 

26 Helvering v. Southwest Consolidated Corp., 315 U.S. 194, 199-200 (1942); Clapp, 
The Meaning of ‘Solely’ in a Section r12(g)(1)(C) Reorganization in PROCEEDINGS OF 
New York University Ninth ANNUAL INstTITUTE ON FEDERAL TAxaTION 1249-1265 
(1951). 

27 Helvering v. Southwest Consolidated Corp., note 26 supra, at 200-201; Ayers, What 
Is Voting Stock in Procrepincs of New York UNiversity NintH ANNUAL INSTITUTE 
on FepERAL TAXATION 1235-1247 (1951). 

28 A. W. Mellon, 36 B.T.A. 977 (1937) ; Helvering v. Elkhorn Coal Co., 95 F.2d 732 
(4th Cir. 1938), cert. (T) denied, 305 U.S. 605 (1938) ; Paut, Reorganizations, StuptEs 
IN FeperaL TAXATION 65-74 (3d ser. 1940). 

29 American Bantam Car Co., 11 T.C. 397 (1948), aff'd per curiam on appeal (T), 177 
F.2d 513 (3d Cir. 1949), cert. (T) denied, 339 U.S. 920 (1950) ; Bassick v. Comm’r, 85 
F.2d 8 (2d Cir. 1936), cert. (T) denied, 299 U.S. 592 (1936) ; Hazeltine Corp. v. Comm’r, 
89 F.2d 513 (3d Cir. 1937); Cohn, What Is Meant by ‘Control Immediately After the 
Transfer’ in New York University E1icotH ANNUAL INSTITUTE ON FEDERAL TAXATION 
129-133 (1950). 

80 Bazley v. Comm’r, 331 U.S. 737 (1947). 

81 Michaelson, ‘Business Purpose’ and Tax-Free Reorganizations, 61 Yate L.J. 14 
(1952) ; Bittker, What Is ‘Business Purpose’ in Reorganizations? in PRocEEDINGS OF 
New York University EricptH ANNUAL INSTITUTE ON FEDERAL TAXATION 134-142 
(1950). 

82 Gutkin, Step Transactions in ProckepINcGs or New York University NINTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 1219-1234 (1951); Pau, Step Transactions, 
SELECTED STUDIES ON FEDERAL TAXATION 200-254 (2d ser. 1938). 














a" 


yo fe -.S= — -—& wm 


—_ © §- fF FR OS CP 


o>0UC«we ee 


ie pn —_~ FY. eet oF .hUhMlUC<C NCO 


CO 


a> = 1 an 





ens " Se tS “MS Ve ke A DO WM em 


tv J 


ae oe 








1953] BLOCKAGE AND THE INVESTED CAPITAL CREDIT 135 


prietary interest,” ** or the “net effect” ** test. As a direct corollary in all 
such cases where gain was recognizable, the transferee’s basis for assets 
received in exchange for its stock was likewise altered from that possessed 
by the transferor at the time of the exchange *° to the cost,” i.¢., the fair 
market value of the assets as of the same date. This fair market value in 
turn is to be ascertained from the fair market value of the stock given in 
exchange,*’ and the concept of blockage, if applicable, may be invoked 
at this point. 

Effects of the Developments. A taxpayer’s excess profits tax credit 
must, of course, be computed anew each year on the basis of the law as 
then understood and not in accordance with the law as it may have been 
administered or interpreted by the courts at an earlier date. Thus, if 
Corporation A in 1930 transferred all its assets to Corporation B in ex- 
change solely for all of the shares of the latter’s voting stock, probably 
neither gain nor loss was recognized.** In consequence, the property re- 
ceived by B would have been treated as possessing a substituted basis *° 
for all purposes, including the determination of Corporation B’s equity 
invested capital, either under the asset or the historical invested capital 
approach. Under such facts blockage would present no problem. 

If, however, Corporation B had been a holding company in 1930 and 
took title to Corporation A’s assets but for a brief time (or perhaps not 
at all) formally vested title to such assets in Corporation C, a wholly-owned 
corporate operating nominee, then the transfer, even though viewed as 
tax-free in 1930, might today be looked upon as having been taxable.*° 
In such event, the basis to Corporation C of the assets transferred by 
Corporation A probably would be cost, i.e., the 1930 fair market value of 
Corporation B’s shares given in exchange. In the event of a subsequent 
section 112(b) (6) liquidation of C, C’s adjusted basis ** not A’s would 
become that of B for income tax purposes. 

83 Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935) ; Roebling v. Comm’r, 143 F.2d 
810 (3d Cir. 1944), cert. (T) denied, 323 U.S. 773 (1944). 

34 Estate of John B. Lewis, 10 T.C. 1080 (1948), aff'd sub nom. Lewis, Trustee v. 
Comm’r, 176 F.2d 646 (1st Cir. 1949); Estate of Elsie W. Hill, 10 T.C. 1090 (1948) ; 
Rufus Riddlesbarger, 16 T.C. 820 (1951), rev'd on appeal (T), 52-2 U.S.T.C. 99539 (7th 
Cir. Nov. 17, 1952). 

35 .R.C. §113(a) (7), (8). 

86 L.R.C. §113(a). 

37 “The Board held that the cost of the property which was acquired for stock of the 
petitioner was the fair market value of the stock given in exchange for it, and we agree 
that this was the correct rule to apply.” Hazeltine Corp. v. Comm’r, 89 F.2d 513, 518 
(3d Cir. 1937). See also Reg. 130, Sec. 40.458-2(b). 

88 Revenue Act of 1928, Secs. 112(b) (4), 112(i) (1) (A). 

89 Revenue Act of 1928, Sec. 113(a) (7). 

40 Cf. Anheuser-Busch Inc. v. Helvering, 115 F.2d 662 (8th Cir. 1940), cert. (T) denied, 


312 U.S. 699 (1941). 
41T.R.C. §113(a) (15). For excess profits tax purposes the basis might be otherwise, 
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Again, if Corporation A in 1930, prior to the exchange with B, spun 
off 35 per cent of its assets of a kind B was not willing to acquire, the 
subsequent exchange with B would still have been viewed as tax-free.” 
Today, of course, such an exchange, in addition to its other infirmities, 
might be looked upon as violating the “substantially all” test and therefore 
taxable.** In consequence, B’s 1930 basis would be cost, i.e., fair market 
value, and not a substituted basis derived from A. 

Under either set of facts the blockage doctrine could acquire pertinence. 

Adjustments Required Where Inconsistent Positions Are Maintained. 
To make the excess profits tax consequences of either of the above trans- 
actions even more complex, section 452 ** may require an adjustment 
where B utilizes either the invested capital or the income credit, despite 
the running of the statute of limitations upon the earlier years’ liability, 
the doctrine of res adjudicata, and all other legal rules excepting those 
relating to compromises.*® Adjustments under section 452, which may 
extend back as far as transactions subject to the Tariff Act of October 3, 
1913,** can pose problems of proof of an almost insurmountable nature. 
Although the counterpart under E.P.T. II of section 452, section 734, 
has been characterized ** as not unmeritorious,** the full scope of its 
operations when applied to fact situations such as those outlined above, 
which are by no means merely theoretical or academic, is so broad as 
virtually to nullify the statute of limitations. 


the results turning upon the extent to which the parent corporation has a cost or a 
substituted basis for its subsidiary’s shafes. See I.R.C. §§470-472; Cohn, Invested Capital 
Consequences of Intercorporate Liquidations in ProceepIncs oF NEw York UNIVERSITY 
TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 407-419 (1952). 

42 Richard K. Mellon, 12 T.C. 90, 108-110 (1949), aff'd, 184 F.2d 157 (3d Cir. 1950). 

43 A. W. Mellon, 36 B.T.A. 977, 998-1020, 1066-1082 (1937) (Issue III; The McClintic- 
Marshall Corporation-Bethlehem Steel Corporation Transaction) ; Helvering v. Elkhorn 
Coal Co., 95 F.2d 732 (4th Cir. 1938), cert. (T) denied, 305 U.S. 605 (1938); Richard 
K. Mellon, note 42 supra. 

44 This complicated Code section, providing elaborately for adjustments in case of the 
maintenance of a position inconsistent with that taken in a prior taxable year, in effect 
is a super-section §3801 for subchapter D. 

45 Adjustments are authorized under section 452 only where correction of the earlier 
error “is prevented (except for the provisions of section 3801) by the operation of any 
law or rule of law (other than section 3761, relating to compromises).” I.R.C. §452(b) 
(1)(C). The regulations define “any law or rule of law” as including “for example, 
statutes of limitations and res judicata.” Reg. 130, Sec. 40.452-2(b). 

46T.R.C. §452(a) (2). 

47 Rudick, Section 734 of the Internal Revenue Code, 53 Yate L.J. 137 (1943). 

48 See id. at 158-9. 
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The far-reaching consequences which must follow if a blockage discount 
is applicable to excess profits tax credit calculations amply serve to justify 
a serious study of the doctrine itself in light of the purpose behind its 
recognition. 

The Valuation Formula and Its Inadequacies. Value for federal tax *° 
purposes means fair market value which, in turn, is defined as the price 
at which the property in question would change hands between a willing 
buyer and a willing seller, neither being under compulsion to act and both 
being in possession of all pertinent facts." Like Janus this formula faces 
two ways, looking at once both to the price at which the property being 
valued could actually be sold, as well as to a purely postulated price pre- 
vailing in a theoretical market peopled by theoretical buyers and sellers 
hypothetically equal in wisdom, often trading in theoretical properties.” 

Onslaughts upon this schizoid formula are not new,” nor are any of 
its asserted shortcomings the principal preoccupation of this paper. A clear 
realization of the dual nature of the fair market value test is, however, 
necessary in order to comprehend the uneasy position occupied in the tax 
law by the blockage doctrine. 

Actual Cash Value Approach. Where the valuation formula “fair 
market value” is viewed as requiring the realistic ascertainment of the 
cash which could in fact be realized on a specified date for a sizeable block 
of stock, or other property, elementary propositions relating to the eco- 
nomics of supply and demand may render a blockage discount factor 
logically necessary.** The sudden casting upon the market of large blocks 
of stock has a notoriously demoralizing ** market effect. Such blocks of 
listed securities are normally reducible to immediate cash only through one 
of two special marketing devices—the “Special Offering” * or the “Sec- 


49 For example, see I.R.C. §130 A(b) for income tax purposes; Reg. 105, Sec. 81.10(a) 


for estate tax purposes; and Reg. 108, Sec. 86.19(a) for gift tax purposes. 

50 “The fair market value is the price at which the property would change hands between 
a willing buyer and a willing seller, neither being under any compulsion to buy or to sell.” 
Reg. 105, Sec. 81.10(a). Almost identical language is contained in Reg. 108, Sec. 86.19(a). 

51 Molloy, Restraints on Alienation and the Internal Revenue Code, 7 Tax L. Rev. 
439, 443 n.19 (1952). 

527 & II BonpriGHt, VALUATION oF Property 56-59, 717-719, 1075 (1937) ; Harriss, 
Girt TAXATION IN THE Unitep States 80-83 (1940); Groves, An Economist Looks at 
Taxation, Wis. L. Rev. 57, 60-65 (1950); Johnson, Shapiro & O’Meara, Valuation of 
Closely-Held Stock for Federal Tax Purposes: Approach to an Objective Method, 100 
U. or Pa. L. Rev. 166-173 (1951). See also Freeman & Vinciguerra, Blockage Valuation 
in Federal Tax Law, 94 U. or Pa. L. Rev. 365-377 (1946). 

58 Comm’r v. Shattuck, 97 F.2d 790, 792 (7th Cir. 1938) ; Jenkins v. Smith, 21 F.Supp. 
251, 253-4 (D.Conn. 1937) ; Knobloch v. Smith, 25 F.Supp. 156, 157 (D.Conn. 1938). 

54 Cf. Sewell L. Avery, 3 T.C. 963, 971 (1944) Nonacgq., 1945 Cum. Butt. 8. 

55“A Special Offering is defined as an offering (designated as a fixed price offering) 
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ondary Distribution,”’ °° which may be resorted to only when the exchange 


is convinced the block to be disposed of is so large in relation to the current 
market turnover as to prove demoralizing if disposed of through normal 
channels. New issues of listed stocks and public issues of theretofore 
closely-held stocks are generally subject to a larger discount due in part 
to registration expenses, underwriting fees, and the like. 

The per share price received by the seller for a block of securities 
disposed of through either a Special Offering or a Secondary Distribution 
has been likened to a wholesale price.*’ As such it can frequently be shown 
as a factual matter that such an offering will yield a per share return of at 
least a point or more under the going price in the retail security market.** 
The difference between this retail price and that which a group of skillful 
brokers working together could secure within a reasonable period of time 
may represent one way of computing the blockage discount factor. 

Blockage has been deemed “predicated upon the premise of an existing 
open market for the block of stock offered” ** and hence inapplicable to 
unlisted, closely-held stock. This attempted refinement appears of doubtful 
utility, since even were it clear that the absence of a normal market in 
itself “precludes the application of the blockage rule,” it nonetheless ad- 
mittedly remains as “an evidentiary fact which should be considered in 
determining fair market value.” °° 


by one or more members or member firms acting for his or their own account or for the 
account of one or more other persons, for the sale of a block of a listed security through 
the facilities of the Exchange at a price not in excess of the last sale of such security or 
the current offer of such security in the regular market on the Floor of the Exchange, 
whichever is the lower, but not lower than the current bid for such security in such 
market, whereby the offeror agrees to pay a special commission to such members or 
member firms as may accept all or any part of such Offering for the account of his or 
their customers.” Rule 491, Rules of the Board of Governors of the New York Stock 
Exchange. Other pertinent provisions are contained in Rules 490, 492-497. See also 
Thomas A. Standish, 8 T.C. 1204, 1205 (1947) Acq., 1947-2 Cum. Butt. 4. 

56 “A ‘secondary distribution’ is a process by which a large block of stock is placed on 
the market through an underwriting syndicate and distributors, immediately after the 
close of the market, to be sold at the closing price for the day. This method of the sale 
of stock by blocks is practically equivalent to a sale by wholesale. Adequate compensation 
must be paid by the seller to those engaged in this operation. The approval of the stock 
exchange is required before such a distribution is offered. Protective measures covering 
the seller, the brokers, and the buying public are carefully imposed and meticulously 
observed. The net price realized by the vendor varies from $1 to $2 below the price to 
the public.” Sewell L. Avery, 3 T.C. 963, 969 (1944). See also Thomas A. Standish, 8 T.C. 
1204, 1205 (1947); F. S. Shattuck, P-H B.T.A. Mem. Dec. {37,103, aff'd, 97 F.2d 790 
(7th Cir. 1938); Groff v. Smith, 34 F.Supp. 319 (D.Conn. 1940), rehearing, 1943 P-H 
162,832, aff’d, 150 F.2d 825 (2d Cir. 1945). 

57 Sewell L. Avery and F. S. Shattuck, note 56 supra; Estate of William Maxwell, P-H 
T.C. Mem. Dec. 144,366. 

58 See note 22 supra. 
59 P. W. Schnorbach v. Kavanagh, 102 F.Supp. 828, 836 (W.D.Mich. 1951). 
60 Ibid. See also Augustus E. Staley, 41 B.T.A. 752, 769, 775 (1940) Acq., 1940-1 Cum. 
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Even the cases which recognize blockage as a factor relevant to the 
valuation process are in accord that its application is never required as a 
rule of law “ but must in each case be established by evidence.** The basic 
condition necessary to the successful invoking of blockage is the existence 
of a constantly “thin” market, namely, a small turnover of shares on the 
valuation date and for a reasonable period of time thereafter, compared 
to the size of the block to be valued.® Further, it must be shown that the 
securities market trend in general, and that of the stock being valued in 
particular, was not so markedly “bullish” during the relevant period that 
the market would have absorbed a large block.** An exceptionally strong 
technical position “ occupied by the company, that is, where its per share 
earnings position is actually very favorable or is even clearly and reason- 


Buti. 4, appeal (C) dismissed, 7th Cir. Dec. 21, 1940, 1941 P-H 61,016; Frederick C. 
Squier, Jr., P-H B.T.A. Mem. Dec. {39,183. 

61 “Whether or not the fair market value of a block of stock is in reality evidenced by 
the value of a share of the same stock in a small block or a smaller block in a transaction 
on the market between willing parties to the sale is always a matter of evidence in each 
case.” Lawrence C. Phipps, 43 B.T.A. 1010, 1024 (1941) (Issue 2), aff’d, 127 F.2d 214 
(10th Cir. 1942), cert. (T) denied, 317 U.S. 645 (1942). Accord, Robertson v. Routzahn, 
75 F.2d 537, 539 (6th Cir. 1935); Henry F. Du Pont, 2 T.C. 246, 256 (1943) Nonacq., 
1943 Cum. Butt. 30, appeal (C, T) dismissed, 3d Cir. July 21, 1944, 1944 P-H 61,082. 

62 “A substantial disparity between the volume of sales upon which the Commissioner’s 
finding is based and the size of the block to be valued, opens the door to competent evi- 
dence that the entire block could not have been sold at the sales prices obtaining at the 
critical date. Cf. Du Pont v. Deputy, D.C., 26 F.Supp. 773.” Groff v. Smith, 34 F.Supp. 
319, 323 (D.Conn. 1940). See also Bull, et al., Executors v. Smith, 40-2 U.S.T.C. 9625 
(D.Conn. 1940), aff'd on appeal (T), 119 F.2d 490 (2d Cir. 1941) : “When the fair market 
value as of a given date of a large block of stock is in issue under the Internal Revenue 
laws and the evidence fails to show the sale of blocks of comparable size on or about that 
date, the sales prices of small lots are not necessarily the best evidence of the fair market 
value of the large block.” Compare Havemeyer v. United States, 59 F. Supp. 537, 548 
(Ct.Cl. 1945), cert. (T) denied, 326 U.S. 759 (1945): “The fact that a gift involves a 
large number of shares of stock or securities does not, standing alone, create any presump- 
tion as to value, ... .” Accord, Maytag v. Comm’r, 187 F.2d 962, 966 (10th Cir. 1951). 

63 Helvering v. Maytag, 125 F.2d 55, 63 (8th Cir. 1942), cert. (C) denied, 316 U.S. 
689 (1942); Isaac W. Frank Trust of 1927, 44 B.T.A. 934, 949 (1941), remanded, 
(3d Cir. Jan. 8, 1943), 1943 P-H 61,028. 

64 “Where there is an active and rising market sales of a small percentage of the total 
number of shares outstanding may well be taken as representative of the fair market 
value of a large block.” Estate of William W. Stewart, P-H T.C. Mem. Dec. 44,011, 
aff'd, 153 F.2d 17 (3d Cir. 1946). Accord, Mott v. Comm’r, 139 F.2d 317 (6th Cir. 1943) ; 
Lawrence C. Phipps, 43 B.T.A. 1010, 1027 (1941), aff'd, 127 F.2d 214 (10th Cir. 1942), 
cert. (T) denied, 317 U.S. 645 (1942); Vivian B. Allen, 3 T.C. 1224, 1232 (1944), aff'd 
per curiam on appeal (T), 2d Cir. July 19, 1945, 1945 P-H 71,085; Don A. Davis, P-H 
B.T.A. Mem. Dec. 41,008, remanded, 131 F.2d 185 (8th Cir. 1942). 

65 Richardson v. Helvering, 80 F.2d 548, 552 (D.C. Cir. 1935) (Issue 2); Cecil H. 
Gamble, Executor, 33 B.T.A. 94 (1935), aff’d, 101 F.2d 565 (6th Cir. 1939), cert. (T) 
denied, 306 U.S. 664 (1939) ; Lawrence C. Phipps, 43 B.T.A. 1010, 1027 (1941), aff'd, 
127 F.2d 214 (10th Cir. 1942), cert. (T) denied, 317 U.S. 645 (1942). 
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ably anticipated to be so, even though this fact is not generally known,” 
may result in the denial of a blockage discount altogether. So also may 
the fact that the block of stock being valued is of sufficient size substan- 
tially to affect corporate control.* 

Hypothetical Willing Seller-Willing Buyer Approach. The chief in- 
firmities of the actual cash value approach are twofold. First, the stock 
being valued may not in fact be sold for cash. Where no cash sale is 
within reasonable contemplation of the parties, the allowance of a discount 
in value for the existence of a condition—inability to effect an immediate 
sale for cash at the then prevailing market price—which may not in fact 
be a detriment in the owner’s eyes, may prove difficult to justify.* 

The second infirmity from which the cash value approach may suffer 
is that it ignores the second half of the willing seller-willing buyer for- 
mula.® Although the sudden casting of a large block of stock upon a free 
and unprepared market may in fact cause a collapse, theoretically under 
the valuation formula it may be argued that this cannot occur. A willing 
buyer for such large block is postulated at the same time the willing seller 
is conjured into existence, so that it may be suggested that the number of 
shares involved is irrelevant. There appears in logic no more reason to 
assume the existence and willingness of the seller than of the buyer and, 
of course, factually neither exists. In consequence, some courts * and 
some judges “* have upon occasion cast doubt upon the basic soundness 


66 This follows from the fact that a buyer of a large block “might reasonably have been 
expected to make a more exhaustive study or examination of the affairs of the issuing 
corporation than would have been made by a purchaser of a few hundred shares.” Estate 
of Daniel Guggenheim, 39 B.T.A. 251, 293 (1939), modified, 117 F.2d 469 (2d Cir. 1941), 
cert. (T) denied, 314 U.S. 621 (1941). 

67 “Stock representing absolute control of a profitable and going business might well 
command a better price than a number of shares not representing control or representing 
probable control.” Joseph Soss, P-H B.T.A. Mem. Dec. {40,531. See also Estate of 
Charles W. Heppenstall, P-H T.C. Mem. Dec. 49,034; Estate of W. E. Telling, P-H 
T.C. Mem. Dec. 944,222; Groff v. Munford, 150 F.2d 825, 827 (2d Cir. 1945); Rice v. 
Eisner, 16 F.2d 358, 361 (2d Cir. 1926), cert. (T) denied, 273 U.S. 764 (1927) ; Helver- 
ing v. Safe Deposit & Trust Co. of Baltimore, 95 F.2d 806, 812 (4th Cir. 1938) ; Frank 
J. Kier, et al., Executors, 28 B.T.A. 633, 634 (1933). 

68 “There is no indication of a desire on the part of anyone to sell the stock here in 
question; and the value which he [C.I.R.] criticizes does not take this into considera- 
tion.” Robert L. Clause, 5 T.C. 647, 650 (1945), aff'd per curiam on appeal (T), 154 
F.2d 655 (3d Cir. 1946). 

69 Robert L. Clause, 5 T.C. 647, 650 (1945), aff'd per curiam on appeal (T), 154 F.2d 
655 (3d Cir. 1946); Murdock, J. dissenting in Henry F. Du Pont, 2 T.C. 246, 262-3 
(1943) ; Madden, J. dissenting in Havemeyer v. United States, 59 F.Supp. 537, 553 
(Ct.Cl. 1945). 

70 Estate of Leonard B. McKitterick, 42 B.T.A. 130, 137 (1940), appeal (T) dismissed, 
2d Cir June 12, 1941, 1942 P-H 61,077; John J. Newberry, 39 B.T.A. 1123, 1130-2 
(1939) ; Robert L. Clause, note 69 supra. 

71 Murdock, J. dissenting in Sewell L. Avery, 3 T.C. 963, 972-3 (1944), in which 
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of allowing any discount for blockage. As the size of the block increases, 
however, it may be reasonable to assume that there will be fewer and less 
willing purchasers. As a practical matter, it may be difficult to get a court 
to assume the existence of a market in which fabulously wealthy pur- 
chasers in sufficient number are avidly bidding for large blocks of shares, 
even though the definition may be said to assume the existence of at least 
one willing purchaser. 

Again, if a blockage discount is to be recognized, why under the cash 
value approach should not a like reduction be made on account of normal 
brokerage fees, transfer taxes, capital gains taxes, and the like, to which 
all sales are subject? The courts have experienced some difficulties ** with 
this problem although it only involves a reduction in value for such ex- 
penses which at most differ from a blockage discount in matter of degree. 

In normal commercial practice, bank, insurance company, mutual in- 
vestment fund, and other large-scale security portfolios are valued at 
market without discount for blockage.** While a precipitate conversion 
into cash is not anticipated and so no regard is had for the diminution in 
value which such an undesired step would entail, the careful appraiser 
does not always assume that the market price of a few shares necessarily 
reflects the fair market value of the entire portfolio. If for all other pur- 
poses the market price were assumed to represent fair market value, 
blockage discount might become more difficult to justify * for tax 
purposes. 

Opponents of blockage also stress that shares of the same class of stock 
in one company are each identical with every other share of the same 
class in that same company. Since all shares of the same company are 
fully fungible, ten units must be worth ten times one unit, and 1,000,000 
units must, it is argued, possess an “intrinsic value” * equal to 100,000 


Sternhagen, Turner, Arnold, Kern and Opper, J. J. joined; Madden, J. in Havemeyer v. 
United States, note 66 supra; Murdock, J. dissenting in Henry F. DuPont, 2 T.C. 246, 
262-3 (1943). 

72 Compare Estate of Frank A. Cruickshank, 9 T.C. 162, 165 (1947) with Thomas A. 
Standish, 8 T.C. 1204 (1947) and Fred Pabst, Sr., P-H T.C. Mem. Dec. 947,300. See 
also Oak Woods Cemetery Ass’n, 38 B.T.A. 121, 135-136 (1938) Acgq., 1938-2 Cum. 
Butt. 23, aff’d on appeal (T), 111 F.2d 863 (7th Cir. 1940), cert. (T) denied, 308 U.S. 
616 (1939); Virginia v. West Virginia, 238 U.S. 202, 226-7 (1945); Forber v. Hassett, 
124 F.2d 925, 929 (1st Cir. 1942). 

73 This argument was unsuccessfully urged by the Commissioner in Helvering v. May- 
tag, 125 F.2d 55, 62 (8th Cir. 1942), cert. (C) denied, 316 U.S. 689 (1942). 

74 Cf. Montclair Trust Co. v. Zink, 141 N.J. Eq. 401, 57 A.2d 372, 377 (Prerog.Ct.N.J. 
1948). 

75 Advocates of an “intrinsic value” approach have yet to answer Judge Frank’s query 
in Andrews v. Comm’r, 135 F.2d 314, 315 (2d Cir. 1943): “There is serious talk of 
‘intrinsic’ value but the addition of that adjective merely adds to the confusion. What is 
the ‘intrinsic’ value of a dozen gross of ladies’ hats?” Mertens, however, seems to be 
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times as much as the ten-unit block.** The whole is equal to the sum of 
all of the parts, and to hold otherwise would favor the rich over the poor ™ 
in such a way as to violate basic constitutional guarantees of equality of 
treatment under laws.” 

Finally, it is charged that the allowance of a discount by reason of the 
size of the block being valued serves to introduce hopeless confusion into 
the valuation process.” Mere guess and surmise are substituted for con- 
crete market prices—to the confusion of the law and the detriment of 
the revenues. On the other hand, it may be argued that valuation is not 
always, nor even frequently, a matter of mere multiplication and not every 
adding machine is a valuation “expert.” 

Hybrid Solution. Despite the multiplicity of arguments and the varying 
degree of their cogency against the blockage doctrine, its relevance for 
federal tax purposes must now be deemed “as well settled as may be, 
considering that the Supreme Court *° has never passed upon the ques- 
tion.” ** Although the vast majority of federal cases, which have held the 
blockage doctrine pertinent, involve gift *’ or estate tax ** valuations, 


untroubled by the metaphysical nature of “intrinsic value.” See 10A Mertens Law oF 
FeperaAL INcoME TAXATION 41 (1948). 

76 Cf, Reg. 79, Art. 19. 

77 Bingham’s Adm’r v. Commonwealth, 196 Ky. 318, 244 S.W. 781, 789 (1922) ; Mont- 
clair Trust Co. v. Zink, note 72 supra. 

78 State v. Wagner, 233 Minn. 241, 46 N.W. 2d 676 (1951); Bingham’s Adm’r vy. 
Commonwealth, note 77 supra. 

79 Cf. Gamble v. Comm’r, 101 F.2d 565, 567, cert. (T) denied, 306 U.S. 664 (1939). 
The answer to this charge is: “Even though a value arrived at in part upon a theoretical 
hypothesis may lack certainty we know that a failure to consider the amount of stock 
to be valued and an automatic adoption of prices obtained on small current sales is 
bound to be wrong.” [Groff v. Munford, 150 F.2d 825, 828-9 (2d Cir. 1945) (A.N. 
Hand, J.)], or more succinctly, “a doctrine so enamored of accuracy that it must abdi- 
cate is the most irrational of all.” [Guggenheim v. Helvering, 117 F.2d 469, 474 (2d Cir. 
1941) (L. Hand, J), cert. (T) denied, 314 U.S. 621 (1941)]. 

80 Cf. however, the language of Justice Hughes speaking for the Court in Virginia v. 
West Virginia, 238 U.S. 202, 213 (1915), where after noting that the bid and asked 
prices of the railway company stocks being valued were meager, said that “we have 
very infrequent transactions, of unknown significance, which fall short of furnishing a 
satisfactory indication of the value of the large block of stock held by the State.” See 
also Ray Consolidated Copper Co. v. United States, 268 U.S. 372, 377 (1925). 

81 Henry F. DuPont, 2 T.C. 246, 256. Almost identical language is employed in 
Helvering v. Maytag, 125 F.2d 55, 63 (8th Cir. 1942), cert. (C) denied, 316 U.S. 689 
(1942). 

82 A representative list of such cases includes: Sewell L. Avery, 3 T.C. 963 (1944); 
Henry F. DuPont, 2 T.C. 246 (1943), appeal (C, T) dismissed, 3d Cir. July 21, 1944, 
1944 P-H 61,082; Helvering v. Maytag, 125 F.2d 55 (8th Cir. 1942), cert. (C) denied, 
316 U.S. 689 (1942) ; Maytag v. Comm’r, 187 F.2d 962 (10th Cir. 1951); Havemeyer v. 
United States, 59 F.Supp. 537 (Ct.Cl. 1945), cert. (C, T) denied, 326 U.S. 759 (1945); 
Comm’r v. Shattuck, 97 F.2d 790 (7th Cir. 1938); Page v. Howell, 116 F.2d 158, 159 
(5th Cir. 1940) ; Groff v. Munford, 150 F.2d 825 (2d Cir. 1945); Lawrence C. Phipps, 
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blockage is equally pertinent for income tax ** purposes. Only for issue 
tax *° valuations does the doctrine appear to have received a chilly recep- 
tion under federal case law. The state decisions,** as might be expected, 
show greater conflict. 

The courts, faced with the impossible two-pronged “fair market value” 
test, have evolved a hybrid solution which embraces both the cash value 
and the hypothetical willing seller-willing buyer tests, with little regard 
to arguments as to their logical imcompatibility. Thus, where the courts, 
leaning heavily on the cash value approach, uphold a blockage discount, 
due recognition is given to the hypothetical or willing seller-willing buyer 
test by adopting “the salutary idea of a reasonable time” *’ over which 


43 B.T.A. 1010 (1941) (Issue 2), aff’d, 127 F.2d 214 (10th Cir. 1942), cert. (T) denied, 
317 U.S. 645 (1942) ; Du Pont v. Deputy, 26 F.Supp. 773 (D.Del. 1939) ; Edwin Singer, 
P-H T.C. Mem. Dec. {44,020; Estate of Edmund H. Lunken, P-H T.C. Mem. Dec. 
945,203 ; Ivens Sherr, P-H T.C. Mem. Dec. 51,218; Thomas A Standish, 8 T.C. 1204 
(1947) Acq., 1947-2 Cum. Buti. 4; Fred G. Gruen, P-H T.C. Mem. Dec. 943,486, 
compromised on appeal (T), 6th Cir. Oct. 5, 1945, 1945 P-H 71,113. 

88 Among the more significant cases involving the blockage question in estate tax 
valuations are Safe Deposit & Trust Co. of Baltimore, Executor, 35 B.T.A. 259 (1937) 
(Issue 2), aff'd, 95 F.2d 806, 812 (4th Cir. 1938) ; Estate of William W. Stewart, P-H 
T.C. Mem. Dec. 144,011, aff’d, 153 F.2d 17 (3d Cir. 1946) ; Jenkins v. Smith, 21 F.Supp. 
251, 253-4 (D.Conn. 1937) ; Estate of William Maxwell, P-H T.C. Mem. Dec. 144,366; 
Earl O. Vits, P-H B.T.A. Mem. Dec. 40,359; Estate of Frederick Bodell, 47 B.T.A. 
62, 67 (1942); Estate of Daniel Guggenheim, 39 B.T.A. 251, 293 (1939), modified, 117 
F.2d 469 (2d Cir. 1941), cert. (T) denied, 314 U.S. 621 (1947); Estate of Paul M. 
Vandenhoeck, 4 T.C. 125, 137 (1944) Acq., 1944 Cum. Butt. 29; Estate of Warren W. 
Poley, P-H T.C. Mem. Dec. {[47,065, aff’d per curiam on appeal (T), 166 F.2d 434 (3d 
Cir. 1948). 

84 Bronson v. Comm’r, 183 F.2d 529, 536 (2d Cir. 1950) ; Rice v. Eisner, 16 F.2d 358, 
361 (2d Cir. 1926), cert. (T) denied, 273 U.S. 764 (1927); Robertson v. Routzahn, 75 
F.2d 537, 539 (6th Cir. 1935) ; Estate of W. E. Telling, P-H T.C. Mem. Dec. 144,222; 
Estate of A. E. Larson, P-H T.C. Mem. Dec. 944,168; General Securities Co., 38 B.T.A. 
330, 335 (1938); Heiner v. Crosby, 24 F.2d 191, 193 (3d Cir. 1928); Charlotte L. 
Andrews, 46 B.T.A. 607 (1942), rev'd, 135 F.2d 314 (2d Cir. 1943), rehearing, P-H T.C. 
Mem. Dec, 944,192; Elizabeth G. Augustus, 40 B.T.A. 1201 (1939) Acgq., 1940-1 Cum. 
But. 1, aff’d on another issue, 118 F.2d 38 (6th Cir. 1941), cert. (T) denied, 313 U.S. 
585 (1941) ; Isaac W. Frank Trust of 1927, 44 B.T.A. 934, 937 (1941), remanded, 3d Cir. 
Jan. 8, 1943, 1943 P-H 61,028. 

85 Cf. W. T. Grant Co. v. Duggan, 94 F.2d 859 (2d Cir. 1938), affirming 18 F.Supp. 
724 (S.D.N.Y. 1937). In Intercoast Trading Co. v. McLaughlin, 18 F.Supp. 149, 151 
(N.D.Cal. 1936), however, the small volume of sales was deemed a significant fact in 
employing a lower “actual value” for federal issue tax purposes. 

86 Among others, see Montclair Trust Co. v. Zink, 141 N.J. Eq. 401, 57 A.2d 372 
(Prerog.Ct.N.J. 1948) ; Spaulding v. Martin, 183 Atl. 281 (Prerog.Ct.N.J. 1936); State 
v. Wagner, 46 N.W.2d 676 (Minn. 1951) ; Bingham’s Adm’r v. Commonwealth, 196 Ky. 
318, 244 S.W. 781 (1922); Cleary v. Higley, 277 N.Y.Supp. 63, 73-75 (N.Y.Co. 1934), 
aff'd without opinion, 284 N.Y.Supp. 989 (1st Dept. 1935); In re Chambers’ Estate, 
155 N.Y.Supp. 153, 155-156 (Surr.Ct.N.Y.Co. 1912). 

87 Estate of A. E. Larson, P-H T.C. Mem. Dec. 44,168. 
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the block is to be liquidated. One of the clearest statements of this ap- 
proach is that of Judge Hincks: * 


The fair market value as of a given date of a large block of stock, within the 
meaning of the Internal Revenue laws, is the highest value at which it could 
be sold if the owner on the critical date were to instruct a broker, reasonably 
skilled in dealing with such stock, to liquidate the block on the best terms 
available within the period of time reasonably required for liquidation in view 
of the situation as it then existed and should develop during the progress of 
liquidation. 


Although ascertainment of fair market value is required for federal 
income, gift, and estate tax purposes alike as of a single day,*® the courts 
have nonetheless under this “reasonable time-skillful broker” test regarded 
as relevant actual market transactions over the 40 days following death,” 
during the two months after the gift,°* during 90 days after the gift,” 
within six months after receipt,°* over the 27-month period following 
receipt,°* and even the four months immediately preceding death.” In 
their view, liquidation only as of the valuation date would violate the 
established rule against forced or distressed sales values.°* The logical 
inconsistency of valuing stock by reference to market prices prevailing 
two years after the pertinent date has seemingly caused at least one court 
no distress.*’ 


88 Bull, et al, Executors v. Smith, 40-2 U.S.T.C. $9625, (D.Conn. 1940), aff’d on 
appeal (T), 119 F.2d 490 (2d Cir. 1941). 

89 Date of receipt for income tax purposes; date of completed gift for gift tax pur- 
poses; and date of death, date of “distribution, sale, exchange or other distribution” within 
one year of death, or one year after death for estate tax purposes. 

90 Estate of Leonard B. McKitterick, 42 B.T.A. 130 (1940), appeal (T) dismissed, 
2d Cir. June 12, 1941, 1942 P-H {61,077. 

91 Mott v. Comm’r, 139 F.2d 317 (6th Cir. 1943). 

92 Henry F. Du Pont, 2 T.C. 246, 257 (1943) ; Groff v. Smith, 34 F.Supp. 319 (D.Conn. 
1940), aff’d, 150 F.2d 825 (2d Cir. 1945). 

93 Estate of A. E. Larson, note 87 supra. 

94 Charlotte L. Andrews, 46 B.T.A. 607 (1942), rev'd, 135 F.2d 314 (2d Cir. 1943), 
rehearing, P-H T.C. Mem. Dec. {44,192. 

%5 Union Nat. Bank of Pittsburgh v. Driscoll, 32 F. Supp. 661 (W.D.Pa. 1940), appeal 
waived by stipulation, 1940 P—H {61,063. 

96 In justification of this “reasonable time” formula, one leading case has declared that 
“nothing in the law or common sense requires the trier to attempt to ascertain what the 
property in question would have fetched at a sale through a sales effort begun and ended 
on the critical date. Surely the fair market value of, say, a residence is not measured by 
the price which the owner could have obtained for it on the very day upon which he first 
decided to sell. Rather the measure there, as in the case here, is what ‘a skillful broker 
could, within a reasonable period have realized.’ Bull v. Smith, 2d Cir., 119 F.2d 490.” 
Richardson v. Comm’r, 151 F.2d 102, 103 (2d Cir. 1945), cert. (T) denied, 326 U.S. 796 
(1946). 

97 Note 94 supra. One rationalization of admitting evidence of events occurring after 
the valuation date is that of Judge Hincks to the effect that such events are viewed “not 
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The hypothetical willing seller-willing buyer approach as judicially in- 
terpreted likewise is beset by logical difficulties. Blockage is rendered rele- 
vant even at the cost of refusing to postulate the existence of a willing 
buyer for the large block to be offered.** If the presence of a buyer for 
such block, as willing to purchase as the seller is to dispose of it, were 
assumed, then the number of the shares being valued could logically 
possess no relevance whatever. Blockage, nevertheless, is recognized by 
the federal courts * as a relevant factor even under this approach. 

As a result of the simultaneous maintenance of two mutually incon- 
sistent positions, the courts are free to move in substantially any direction 
which consideration of all the complex factors bearing on value may impel. 
This result, although it may be theoretically unjustifiable, is met with 
again and again in law.*°° The meaningful concept then becomes not 
“value” as an abstraction of unvarying content, but “value” for a specific 
and concrete purpose, constituting an essentially multiple definition *” 
capable of yielding results as varying as the purposes for which answers 
are sought. 


BLOCKAGE AND THE Excess ProFITs Tax 


Is Blockage Relevant? Applying the foregoing approach, the question 
to be asked would appear to be not whether the blockage doctrine must be 
applied in the determination of a taxpayer’s equity invested capital, but 
whether the size of the block of securities given in an exchange for prop- 
erty, where such property is possessed of a cost basis in the transferee’s 


as factors determining what a potential buyer would pay, but rather for the light which 
they shed on the volume and level of the market during the relevant period. They are 
evidential of the ‘relative intensity of the social desire for’ Electrolux stocks at the time 
thereof.” Groff v. Smith, 34 F.Supp. 319, 323-324 (D.Conn. 1940). See also Mott v. 
Comm’r, 139 F.2d 317, 318 (6th Cir. 1943). 

98 “Several of the Commissioner’s witnesses were asked for their opinions as to value 
based upon the hypothesis that on the critical date the demand to buy as well as the 
offers to sell had been increased by 12,000 shares. We agree with petitioner’s counsel 
that opinions based on that hypothesis were not relevant. The issue here was as to the 
existence of such a demand, or a potential demand which could be aroused by appropriate 
sales activities. It contributes nothing to a solution to assume the fact which is the 
main point at issue.” Richardson v. Comm’r, 151 F.2d 102, 104 (2d Cir. 1945), cert. (T) 
denied, 326 U.S. 796 (1946). Compare the cases notes 69-71 supra. John J. Newberry, 
39 B.T.A. 1123 (1939), the leading case assuming the existence of buyers willing to buy 
a block the size of that being valued, must, together with its fellows, be looked upon as 
decidedly minority holdings on this point for federal tax purposes. 

99 See generally cases cited notes 82, 83, and 84 supra. 

100 Compare the scope and limits of the “step transaction” doctrine, for example, in 
tax law, or any attempt at a purely scientific justification of the defense of “temporary 
insanity” in criminal law. 

101 “ ‘Value,’” as Judge Frank reminds us “is not a single purpose word.” Andrews v. 
Comm’r, 135 F.2d 314, 317 (2d Cir. 1943). 
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hands, is relevant in arriving at the economic value of the respective 
properties. Or put differently, was the existence of the legal, but absence 
of the economic, power to translate shares into cash on the exchange date 
at a per share price yielded by a considerably smaller number of shares a 
significant factor in the parties’ minds? Did the existence of a “thin” 
market for such a block of shares adversely affect the economic worth of 
the properties given in exchange or the usefulness of such properties in the 
hands of the transferee? Persuasive arguments can perhaps be advanced 
for a negative answer to these questions. 

Where property is transferred for stock listed on an exchange, the 
parties to such a transaction in fact may have valued the stock in terms of 
the current market price without a reduction on account of the number of 
shares to be exchanged. A prompt sale of shares for cash may not have 
been desired, although the acquisition of an asset (stock) which might be 
more marketable should a need for cash arise in future may well have been 
a significant factor. The business usefulness to the transferee of the 
property paid in for its stock is in no way affected by the presence or 
absence of an immediate market for the shares. If the number of shares 
exchanged was not deemed disadvantageous by either of the parties to the 
arm’s-length transaction, it is difficult to see why the tax authorities should 
give weight to it. Revenue agents *”’ are nonetheless currently attempting 
to apply the doctrine in the computation of equity *°* invested capital and 
have in consequence precipitated the question of the basic relevance of the 
blockage doctrine to excess profits tax computations. 

Case Law. The novelty of the question is indicated by the discovery of 
only one case which treats the blockage doctrine as pertinent to the ascer- 
tainment of a taxpayer’s equity invested capital. In Colonial Fabrics, Inc.** 
taxpayer, engaged in the business of buying, converting, and selling 
drapery and upholstery fabrics, on June 28, 1943 purchased an inventory 
of goods for 200 shares of its closely-held and unlisted common stock. 
For the purpose of computing its equity invested capital for the year 1943, 
taxpayer valued the purchased inventory as property paid in for stock at 
$100,000. In upholding the Commissioner’s $30,000 valuation, the Tax 
Court noted that the inventory in question had been purchased by tax- 
payer’s vendor for $30,000 cash on May 7, 1943, less than eight weeks 
before taxpayer acquired it. 


102 Here the authors speak from personal experience. 

103 Although blockage is as applicable to bonds as to stocks, borrowed invested capital 
computations are not affected by the doctrine since the “amount of the outstanding in- 
debtedness” governs [I.R.C. §439(b)(1)] and not the fair market value of such 
obligations. 

104 P-H T.C. Mem. Dec. 51,030. 
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The inventory, consisting of some 76 items, to which taxpayer assigned 
a “cost per yard” totalling $100,773.50, comprised three major classifica- 
tions of merchandise: grey goods, goods in process, and finished goods. 
The eight items listed under “grey goods” varied in quantity from 9974 
yards of fabric to 12,173} yards, while the 11 items listed under “goods 
in process” varied in quantity from 4,000 to 99,4993 yards. The 57 items 
listed in the “finished goods” inventory were broken down into 40 dif- 
ferent style numbers which in turn varied in quantity from 13 to 9,094 
yards. 

The taxpayer was admittedly ** uniquely equipped through its knowl- 
edge of the market and its industry contracts to dispose of this particular 
merchandise inventory at the most advantageous possible prices. Yet 
although its value was greater to taxpayer than to the vendor, the Tax 
Court nevertheless limited its value in taxpayer’s hands to the cash price 
paid by the transferor two months before. In justification of its rejection 
of taxpayer’s attempted per yard valuation of the purchased inventory, the 
Tax Court, citing the leading case*** upholding the allowance of a blockage 
discount for estate tax valuation purposes, deemed it “obvious” that such 
retail valuations “shed little light on such a purchase of large quantities 
and broken lots as we have to deal with here.” *” The taxpayer’s appeal *°° 
is currently pending before the Second Circuit Court of Appeals. 

In sharp contrast to Judge Opper’s approach in Colonial Fabrics, Inc. 
is that taken by him in Lee Wilson & Co.*** There the problem was to 
determine, for equity invested capital purposes under E.P.T. II, the Feb- 
ruary 5, 1917 fair market value of some 25,150 acres of land in Mississippi 
County, Arkansas, located in the extreme northeastern part of the State, 
paid in for stock at the time of taxpayer’s original organization. Of the 
total, some 10,000 acres were cleared land valued at $95 per acre, and the 
balance was wooded or cut-over but uncleared land valued at $30 per 
acre. Despite the large tracts of land involved, apparently no blockage 


105 The Tax Court record contained the following unchallenged statement: “To the 
new corporation [petitioner], however, this close-out inventory would have a use and a 
value quite substantially greater than it would have to any other converters or dealers 
since no one is in as good a position as the new corporation to handle and merchandise 
this inventory to the best advantage.” The Court specifically found that “petitioner was 
in a position to extract the greatest profit from the goods, .. . .” Colonial Fabrics, Inc., 
note 104 supra. 

106 Safe Deposit & Trust Co. of Baltimore, Executor, 35 B.T.A. 259 (1937), aff’d, 95 
F.2d 806 (4th Cir. 1938). The Tax Court also relied on General Securities Co., 38 
B.T.A. 330, 335 (1938), which had held size was a relevant factor in the valuation for 
income tax purposes of a block of stock. 

107 Note 104 supra. 

108 Appeal perfected Dec. 11, 1951. 

1097 TCM 12 (1948) (Issue 1). 
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discount was claimed by the Commissioner ; certainly none was suggested 
or allowed by the Court. 

Similarly, in Fulton Iron Works Co. Judge Murdock neither dis- 
cussed nor allowed a blockage discount in valuing for E.P.T. II equity 
invested capital purposes a large block of taxpayer’s common stock issued 
on May 15, 1917 in exchange for assets. The Court found as a fact that 
30,000 shares ** of common stock were issued by taxpayer in exchange 
for property on May 15, 1917, that taxpayer’s basis for such assets was 
cost, and that under the applicable statute *’ the cost of property was the 
fair market value of the stock given in exchange *** at the date of issu- 
ance.“* A per-share value of $45 was upheld on a showing that 3,470 
shares were sold between May 16, 1917 and May 23, 1917 in 19 lots 
ranging from 5 to 1,000 shares, at prices varying from $44.75 to $45.75; 
that four sales in excess of $50 per share were made on May 31, 1917; 
and that the price ultimately reached $72 per share. 

Number of Blocks to be Valued. The rules governing the ascertainment 
of the number of blocks to be valued assume importance since the blockage 
doctrine is applicable only where the number of shares to be valued is so 
great in relation to actual market turnover on the valuation date and for 
a reasonable period of time thereafter that a serious market decline would 
be precipitated by an attempted sale."° Considerable light is cast by the 
decided gift tax cases upon the proper way of ascertaining the number of 
blocks to be valued. 

The Supreme Court *° itself has established that in the case of blocks 
of stock gratuitously transferred in trust, the transfer is not to be treated 
as a unitary one to the trust entity but rather as gifts of separate blocks 


1107 TCM 22 (1948). The number of similar cases could be extended almost indefi- 
nitely. The two cited cases are discussed merely by way of illustration and not like 
Colonial Fabrics, Inc. because of any uniqueness of approach or result. 

111 Only 40,000 shares in all of common stock were issued at this time. 

1127. R.C. §718(a) (2). 

118 Reg. 112, Sec. 35.718-1. 

114 For a dramatic re-enforcement of this point, see C. M. Hall Lamp Co. v. United 
States, 97 F.Supp. 481 (E.D.Mich. 1951), appeal (G, T) 6th Cir., where 160,000 shares 
of the taxpayer’s capital stock valued at $14 per share on the contract date, June 28, 
1926, were issued for assets. On the issuance date, October 11, 1926, the shares had 
fallen in value to $9 per share, and this lesser figure was held controlling in the compu- 
tation of taxpayer’s equity invested capital. For income tax purposes the date upon 
which the stock was actually issued is not controlling; the governing date is that upon 
which the holder’s right to receive the stock in question accrued. Ambassador Petroleum 
Co., 28 B.T.A. 868, 873 (1933) Acq., XIII-1 Cum. Buty. 1 (1934) rev’d on other 
grounds, 81 F.2d 474 (9th Cir. 1936) ; Anita Owens Hoffer, 24 B.T.A. 22, 27-29 (1931) 
Acq., XI-1 Cum. Butt. 4 (1932). 

115 See cases cited notes 82, 83, and 84 supra. 

116 Helvering v. Hutchings, 312 U.S. 393 (1941); United States v. Pelzer, 312 U.S. 
399, 402 (1941) ; Ryerson v. United States, 312 U.S. 405, 408-409 (1941). 
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to “the first beneficiaries” **’ themselves. Thus, in Sewell L. Avery,'* 
where the taxpayer on December 31, 1940 transferred 8,000 shares of the 
common stock of United States Gypsum and 13,000 shares of the common 
stock of Montgomery Ward & Co. to a trust with the income payable 
equally to his daughter Nancy and her husband, and on the same day made 
a like transfer in trust for the benefit of his daughter Arla and her husband, 
it was held necessary to value four blocks of 4,000 shares each of United 
States Gypsum and four blocks of 6,500 each of Montgomery Ward, and 
not one block of 16,000 shares of United States Gypsum and 26,000 of 
Montgomery Ward. 

Applying the foregoing gift tax approach to excess profits tax valua- 
tions, it would appear that the number of blocks of stock to be valued 
would be equal to the number of the transferors of property receiving 
stock. Thus, if the transferor is a corporation which continues in business, 
there would be but one block of stock to be valued. If prompt liquidation 
of the transferor is contemplated and in fact takes place, then the number 
of blocks to be valued might equal the number of stockholders of the 
transferor to whom stock of the transferee is to be distributed. 

Size of the Block to be Valued. No less important than the sheer number 
of blocks to be valued is, of course, the size of each block. Where the 
transferors are individuals owning property in common in equal shares, 
the ascertainment of the size of each block presents no greater problem 
than does the computation of the number of blocks. Thus, where 4, B, 
and C in a taxable exchange transfer property owned jointly in equal 
shares for 9,000 shares of stock, it would seem obvious that three blocks 
of stock consisting of 3,000 shares each are to be valued. 

A different result may follow, however, where the individual transferors 
own the property not in common equally but as joint tenants with right of 
survivorship. Thus, were the respective ages of A, B, and C to vary among 
themselves, then the actuarial value of each interest would correspondingly 
differ. If this age differential should be such that the value of the interest 
of the youngest, A, is 60 per cent of the total, that of the second oldest, 
B, is 30 per cent of the total, and that of the oldest, C, worth only 10 per 
cent of the total, then it may well be necessary to value three blocks of 
stock, one consisting of 5,400 shares, another of 2,700, and the last of 
only 900 shares. Although no decided excess profits tax case directly in 
point has been found, the “substantially in proportion to his interest in the 
property prior to the exchange” requirement of section 112(b) (5) would 
appear to present an analogous problem. 

117 United States v. Pelzer, 312 U.S. 399, 402 (1941). Cf. also Helvering v. Hutchings, 


312 U.S. 393, 398 (1941). 
1183 T.C. 963 (1944). 
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Related problems in ascertaining the size of the blocks may likewise 
arise where the transferor is a partnership. The interests of partners A, 
B, and C may well vary as radically as their respective ages and in an 
inverse ratio. Further, the percentage participation of the partners in 
income may not coincide with their respective capital participations. Care- 
ful scrutiny of the underlying partnership agreement may thus become the 
first step in the ascertainment of the size of the blocks of stocks to be 
valued.**° 

Where a trust or an estate is the transferor, still another set of possi- 
bilities arises. Both trusts and estates constitute separate taxable entities 
under the Code. Should therefore only one transferor be deemed to exist 
and there be but one block of stock to be valued? Or is it proper to look 
upon the number of first beneficiaries **° as determinative of the number 
of blocks of stock exchanged and to the actuarially computed value of each 
beneficiary’s interest as controlling in ascertaining the size of each block? 
Perhaps as suggested in the case of a partnership, the actual recipients of 
the shares or the profits derived from the taxable exchange should be 
looked to for a solution of this problem. 

Where a corporation in a taxable exchange transfers property to another 
corporation for the latter’s stock, it well might be appropriate to determine 
the size of the blocks of the acquiring corporation’s stock in relation to the 
subsequent history of the transferor. If only a part of its assets was so 
transferred and business was continued, then perhaps only one block is 
to be valued.*** Where the transfer was preliminary either to complete 
liquidation or to a partial liquidation in which the newly-acquired shares 
are distributed, then it may be appropriate to look to the number of stock- 
holders-distributees as determinative of the number of blocks of stock to 
be valued and to the number of shares each actually receives in computing 
the size of each such block. Concrete authority on the subject of ascer- 
taining the size of blocks of stock to be valued is sadly wanting. 

The Role of Semantics. The gift tax cases *** make clear that the value 


119 Cf, Johnson, Basis Problems in Incorporating a Partnership in Whole or in Part 
in ProceepINcs oF New York University TENTH ANNUAL INSTITUTE ON FEDERAL 
TaxaATIon 1125, 1149-1150 (1952). 

120 By analogy to the cases cited note 117 supra. 

121 Cf, Sibley, C. J.’s concurring opinion in Hutchings v. Comm’r, 111 F.2d 229, 231 
(5th Cir. 1940), referred to by Justice Stone writing for the Court in Helvering v. 
Hutchings, 312 U.S. 393, 398 (1941). 

122 Sewell L. Avery, 3 T.C. 963 (1944); Thomas A. Standish, 8 T.C. 1204 (1947); 
Robert L. Clause, 5 T.C. 647 (1945), aff’d per curiam on appeal (T), 154 F.2d 655 
(3d Cir. 1946); Maytag v. Comm’r, 187 F. 2d 962, 965 (10th Cir. 1951); H. Smith 
Richardson, P-H T.C. Mem Dec. 943,496, aff'd, 151 F.2d 102 (2d Cir. 1945), cert. (T) 
denied, 326 U.S. 796 (1946); Lawrence C. Phipps, 43 B.T.A. 1010, 1022 (1941), aff'd, 
Phipps v. Comm’r, 127 F.2d 214 (10th Cir. 1942), cert. (T) denied, 317 U.S. 645 (1942) ; 
DuPont v. Deputy, 26 F.Supp. 773 (D.Del. 1939). 
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of the block comprising each separate gift is to be ascertained, and that it 
is error to treat the total number of shares transferred on the same day 
as a single block. All factors bearing on value, however, must be con- 
sidered, including the fact that other gifts of blocks of the same stock 
were made on the same day.*” 

Adverting again to the Avery case,’** it would follow that each block 
of 4,000 shares of United States Gypsum is to be valued not only in the 
light of what that block alone would command in the market but what that 
block would sell for in the light of a simultaneous offering of three other 
blocks of equal size. In consequence, although a purely rhetorical difference 
in the phrasing of the question may result, it is difficult **° to see precisely 
how the per-share dollar value of a block of 16,000 shares of United 
States Gypsum will differ from that ascribed to a block of 4,000 such 
shares where three other blocks each of 4,000 shares are being simul- 
taneously offered for sale. 

The lawyer’s art often seems to be concerned mainly with verbiage, and 
perhaps never more completely so than when employing expert testimony 
in an effort to fix value.*** It would therefore appear the policy of wisdom 
for counsel, whether invoking or opposing the blockage doctrine, to order 
their proof with close application to the peculiar rules evolved on this 
subject by the courts. Questions to valuation experts would thus be 
phrased in terms of value per share for each separate block, but having in 
mind that additional blocks totalling the full number being transferred 
should be assumed as also offered for sale simultaneously. 


123 “We are required to value only the stock which was the subject of the gifts, which 
in so far as it relates to Vick Chemical stock, consisted of five blocks of 4,300, 3,687, 500, 
2,000, and 2,000 shares respectively. John J. Newberry, 39 B.T.A. 1123. We have here- 
tofore indicated that the value of any one or all of several blocks of the same stock 
disposed of at the same time might under special circumstances be shown by the evidence 
to be affected by the simultaneous disposition of the others. Lawrence C. Phipps, 43 
B.T.A. 1010, 1022.” H. Smith Richardson, note 122 supra. Accord, Lawrence C. Phipps, 
note 122 supra; James C. Kimberley, P-H B.T.A. Mem. Dec. {]37,103, aff'd per curiam, 
97 F.2d 433, 435 (4th Cir. 1938) (“It is difficult to believe that the sale of three blocks 
of 10,000 shares each would have had a different effect from a sale of one block of 30,000 
shares, and there is no reason to believe that the estimates of the experts would have been 
different if their attention had been specifically called to the point.”) ; Lamar Fleming, Jr., 
P-H T.C. Mem. Dec. 51,229; Maytag v. Comm’r, 187 F.2d 962, 965 (10th Cir. 1951). 
Cf., however, John J. Newberry, 39 B.T.A. 1123, 1131 (1939). 

1243 T.C. 963 (1944). 

125 A different valuation may result where the total gifts taken together as one block 
represent corporate control but do not if taken separately. See Estate of Charles W. 
Heppenstall, P-H T.C. Mem. Dec. {[ 49,034. 

126 As Judge Frank further warns us, with respect to the word “value,” “Men have 
all but driven themselves mad in an effort to definitize its meaning.” Andrews v. Comm’r, 
135 F.2d 314, 317 (2d Cir. 1943). 
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Numerous cases **’ uphold a blockage discount for federal tax valuation 
purposes despite the theoretical doubts *** as to the economic soundness of 
such allowance.’*® The ascertainment of fair market value in blockage 
cases is considered largely in terms of the actual cash which a concrete 
market would in fact yield. Even more stringent restraints on alienation 
than those imposed by mere inability of the market promptly to absorb a 
large block of stock at prices current upon its first appearance on the 
market are sometimes accorded little weight in tax valuations where the 
particular restraint does not in fact constitute any particular burden in the 
light of the owner’s actual holding purpose;**® in other cases such re- 
straints have been held to deprive property of any fair market value. 
Blockage, however, is a factor in tax valuations, since the courts **’ gen- 
erally have felt unable to “ignore the pregnant fact, having found it to 
exist, that a large block of stock cannot be marketed and turned into money 
as readily as a few shares.” *** Logically there appears to be no inherent 
reason why the blockage doctrine, within the scope of its own definition, 
should not be applicable to valuations for excess profits tax purposes as 
well as for income, gift, or estate tax purposes. 

Although called a “doctrine,” it must be remembered that blockage is 
never applicable as a rule of law.*** Factually the proponent **° of blockage 
may be required to show at the valuation date and for a reasonable period 
of time thereafter: (a) the existence of a “thin” market compared to the 
size of the block to be valued ; (b) that the market in general and the stock 


127 See cases cited notes 82, 83, and 84 supra. 

128 “The ultimate place of the ‘blockage’ theory in the field of valuation has not yet 
been finally determined. The most that the courts have said is that it is a factor to be 
considered along with all others in determining value. . . .” Phipps v. Comm’r, 127 F.2d 
214, 216 (10th Cir. 1942), cert. (T) denied, 317 U.S. 645 (1942). 

129 See note 52 supra. 

130 Compare Spitzer v. Comm’r, 153 F.2d 967, 971 (8th Cir. 1946); Halsted James, 
3 T.C. 1260, 1264 (1944), aff'd, 148 F.2d 236 (2d Cir. 1945) ; Helen S. Delone, 6 T.C. 
1188, 1193 (1946) ; Krauss v. United States, 51 F.Supp. 388 (E.D.La. 1943), aff’d, 140 
F.2d 510 (5th Cir. 1944); Michigan Trust Co., et al, Executors, 27 B.T.A. 556, 561 
(1933). See also Molloy, Restraints on Alienation and the Internal Revenue Code, 7 
Tax L. Rev. 439 (1952). 

131 Helvering v. Tex-Penn Oil Co., 300 U.S. 481 (1937). 

182 See note 127 supra. 

188 Helvering v. Safe Deposit & Trust Co. of Baltimore, 95 F.2d 806, 812 (4th Cir. 
1938). 

134 See note 61 supra. 

135 ]t is error to assume blockage operates only to benefit the taxpayer and that in 
consequence the burden of proving its application must rest on him. Cf. Elizabeth G. 
Augustus, 40 B.T.A. 1201 (1939) Acq., 1940-1 Cum. Butt. 1, aff’d on another issue, 
118 F.2d 38 (6th Cir. 1941), cert. (T) denied, 313 U.S. 585 (1941). 
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being valued in particular was not rising in price; (c) that the technical 
earnings position of the company whose stock is being valued was not 
sufficiently strong to cause purchasers to seek the stock at almost any price 
and in large blocks. Although the length of time within which to effect 
liquidation will naturally vary, it has been held that periods of from three 
to six months may be regarded as reasonable. Further, where a stock is 
widely held and possesses “‘a well recognized investment status, the market 
price for the shares may well be taken as the fair market value for a very 
large number of shares.’’ **° 

Although some doubt has been expressed on the subject, no sound 
reason in principle appears to exist for not applying the blockage doctrine 
to unlisted stocks. 

Finally, there is the ascertainment of the size of the block or blocks to 
be valued. The case law to date relating to gift tax valuation prescribes a 
determination of the size of the block to be valued in terms of the number 
of “first beneficiaries” to whom gifts are made, not the total number of 
shares simultaneously transferred. Application of a like view to excess 
profits tax valuations should frequently result in a reduction in the size of 
the block of shares to be valued, with a corresponding increase in the 
number of blocks. Except in rare cases,*** however, this approach should 
simply yield the same dollar value per share under a different verbal 
formula. 

136 Estate of William W. Stewart, P-H T.C. Mem. Dec. {44,011, aff’d, 153 F.2d 17 


(3d Cir. 1946). 
187 See note 125 supra. 








A Comment On The Proposal To Separate 
The Bureau Of Internal Revenue From 
The Treasury Department* 


STANLEY S. SURREY 


ya topic of Tax Administrative Organization at the Federal Level 
would be far too formidable for a short paper were it not for the subtitle 
which goes along with it and quite efficiently narrows the topic. This 
subtitle—selected by the Program Committee—is “The Proposal to Sep- 
arate the Bureau of Internal Revenue from the United States Treasury 
Department.” Do not, because this is an international tax meeting, jump 
to the hasty conclusion that this proposal involves a separation of that 
Bureau from the United States as well and a placing of it in some far 
away place—though I imagine that this thought must have wistfully 
occurred to some of the proponents of the suggestion. The proposal is 
more modest, for it seeks only to separate the Bureau from the Treasury 
Department, make it an independent agency, and in some fashion locate 
it in the Executive Branch of the Government. I say “in some fashion,” 
because, as we shall see, on this last point the chart is unclear—some pro- 
ponents would make the Bureau into a commission while others would 
have it under a single head. 

As for the history of this proposal, I have not engaged in extensive 
research to trace its antecedents. The search would not be too fruitful, 
for the analysis of the proposal must be in the present context. For my 
own part, I first came across the proposal in the early 1940’s when it was 
used from time to time by former Congressman Knutson as a means of 
plaguing the then Treasury Secretary, Henry Morgenthau, Jr. While 
the proposal was mentioned occasionally thereafter by others, I was some- 
what surprised at its being accorded a place on this program. The pro- 


STANLEY S. Surrey is Professor of Law at Harvard Law School; formerly Tax 
Legislative Counsel in the United States Treasury Department; formerly Special Coun- 
sel to the King Subcommittee on Administration of the Internal Revenue Laws of the 
House Committee on Ways and Means; and a member of the Advisory Board of the 
Tax Law REVvIEw. 

* A paper delivered at the 1952 meeting of the National Tax Association, in Toronto, 
Canada, on Sept. 9, 1952. The paper will appear in the Proceedings of that meeting. The 
footnotes have been added for this publication in the Tax Law Review. 
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posal had not, I thought, yet gained sufficient backing to warrant that 
action. But I must admit that the Program Committee’s sense of timing 
is quite acute. The proposal has achieved the support of the three Re- 
publican members of the King Subcommittee on Administration of the 
Internal Revenue Laws, and in August, 1952 was placed by them before 
the Republican Presidential candidate.t Whether the proposal will receive 
his support, or more important, whether it would receive the enthusiastic 
support of a Republican Secretary of the Treasury, or still more im- 
portant, whether what the Republicans think about it will make any 
difference, remain unanswered questions.* But in all seriousness, this 
appearance of the proposal at high levels does make it desirable that it 
be carefully analyzed. 

At present, the Commissioner of Internal Revenue is a Presidential 
appointee, requiring Senate confirmation, who is in charge of the Bureau of 
Internal Revenue. That Bureau is the agency which administers the federal 
internal revenue taxes. The Commissioner is by statute placed in the 
Treasury Department and is therefore subject to the over-all jurisdiction 
of the Secretary of the Treasury. Technically, all the authority of the 
Commissioner and the other Bureau officials was transferred to the 
Secretary by Presidential Reorganization Plan No. 26 of 1950.* How- 
ever, the Secretary has in turn delegated to the Commissioner the direct 
responsibility for the operations of the Bureau.* The Secretary does 
retain certain approval authority with respect to those phases of tax 
administration which bear most closely upon tax policy, e.g., the approval 
of tax regulations, the approval of closing agreements (i.e., binding rul- 
ings in a particular case) with respect to future transactions, the approval 
of certain compromises, the approval of non-retroactive rulings. Beyond 
this approval authority, and of course the legal power to withdraw any 
delegations of authority, the extent of the Secretary’s control over the 
Commissioner and the Bureau of Internal Revenue is of that indefinite 
character which is the product of the history of institutions and of the 
present relationship between the two personalities who at a given time 
occupy the official positions of Secretary and Commissioner. In fact, we 
must add to that relationship the official who acts in a general way for 
the Secretary on tax matters, either the Under Secretary, an Assistant 
Secretary, or the General Counsel—and sometimes a combination of these 
officials. The control is in addition influenced by the working relationship 


1N. Y. Times, Aug. 10, 1952, p. 1. 
2 The last question has now been answered ! 
815 Fep. Rec. 4935. See also Reorganization Plan No. 1 of 1952, Bureau of Internal 
Revenue. 
4 Treas. Dept. Order No. 150-2, May 15, 1952. 
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at the staff levels of the Treasury and the Bureau. Also, the Chief Counsel 
of the Bureau is an Assistant General Counsel of the Treasury and under 
the general supervision of the Treasury General Counsel. That super- 
vision, while considerably more fixed, has however many elements of fluid- 
ity that allow for the impact of personalities and current mores. When all 
these aspects are grouped together, their sum results in a fairly effective 
integration of the Commissioner and the Bureau of Internal Revenue with 
the Secretary and the Treasury Department. While the relationship by 
its nature is fluid, the degree of contraction and expansion is far less 
significant than the essential strength of the integration. 

It is this integration of the Internal Revenue Bureau and the Treasury 
Department that links tax administration with over-all tax policy. There 
are many who would quickly underscore the essential importance of this 
integration and consider it a prime factor in permitting the Secretary to 
function as the chief fiscal officer of the Government. Their concern would 
be to achieve a rational strengthening and shaping of that integration to 
make it as effective as possible. This would involve a combination of the 
two agencies in a strong working unity under the over-all direction of the 
Secretary, but a unity that preserved a mutual respect and tolerance for 
the basic functions of each. Yet it is the destruction of this integration 
that is the goal of the proposal we are considering. The proposal seeks a 
separation of Bureau from Treasury—a rigid cleavage between tax ad- 
ministration and tax policy. A proposal with this goal, at the very least, 
pricks our curiosity and invites questions as to the reasons urged in its 
support. Why should this separation occur or, closer to the mark, what is 
it that the Bureau should be separated from? 

But here the search grows difficult. On one analysis, the Bureau is 
being separated from the thought influence, or the doctrinal influence, or 
the social philosophy of the Treasury Department. This seems the para- 
mount objective of those tax practitioners who have openly supported the 
proposal. Thus—and here I draw on testimony on behalf of the proposal 
before the House Committee on Ways and Means in May, 1952 °—one 
practitioner stated that the proposal “will insure a permanence and stability 
in administration and enforcement, uninfluenced by the changing political, 
social philosophies of different administrations.” ° Taken in these broad 
terms, an antiseptic, sterilized tax administration, uncontaminated by the 
currents and needs of an ever-changing society, is hardly realistic and 
is clearly undesirable. A Commissioner unresponsive to the demands of 
the times would not survive for long. Taken in its narrower terms, the 


5 Hearings before Committee on Ways and Means on H. R. 6127, 82d Cong., 2d Sess. 
108-122 (1952). 
6 Jd. at 113. 
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statement is meaningless. It offers no indication of how the general goals 
of any particular Administration have had an adverse impact on revenue 
administration and enforcement. Nor did this particular witness provide 
concrete examples. He did mention that the Treasury is the spending arm 
of the Government, which is inaccurate, and that the Bureau is the collect- 
ing arm, but he did not state why the possession of two arms was an 
unnatural or unhealthy situation. This witness, Mr. Montgomery Angell 
of the New York Bar, had earlier prepared a report on this subject for 
the Hoover Commission Task Force studying the Treasury and the 
Bureau. In that report he had recommended that the Commissioner of 
Internal Revenue be free from Treasury interference in administrative 
and enforcement matters and that the Bureau should be as independent 
as possible, being left under a Cabinet official for organizational purposes 
only.’ His recommendations were not, however, adopted by the Task 
Force. Further, the Hoover Commission itself took a large step in the 
opposite direction and, in effect, recommended a closer integration of the 
Bureau with the Treasury by making the Commissioner one of the 
Assistant Secretaries of the Treasury Department.® 

Another witness pursued this line of Bureau freedom from the Treasury 
thought processes. This witness stated that the Secretary is properly 
charged with making recommendations on fiscal policy and tax policy, 
and that he requires a staff of experts to assist in this regard. He then 
stated that the people whom the Secretary employs to advise him in these 
fields are “essentially, to a very considerable extent, theoretical people.” 
The witness gave the devil his due, however, for he added that the Secre- 
tary “has had on this staff some of the most competent theoretical people 
in the country.” But now the problem appears: these staff people, who 
“are very capable in the fields for which they are primarily brought into 
the Treasury . . . do not have the experience in matters of administrative 
policy . . . theoretical men are not by training or nature qualified to pass 
final judgment on how the internal revenue laws which the Congress 
finally enacts should be administered.”’ Since the final word on “purely 
administrative matters” is not in the Commissioner but in the hands of 
these theoretical people, we have lost the benefits that would flow from 
an independent administration.® 

These remarks, once we pass the verbal impeachment sought in the 
use of the adjective “theoretical,” upon reflection are not helpful unless 
we are told what are the purely administrative matters over which the 


7 Jd. at 111. 
8 Commission on Organization of the Executive Branch of the Government, Treas. 
Dept., H. R. Doc. No. 115, 81st Cong., Ist Sess. 17 (1949). 
9 Note 5 supra, at 114. 
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Commissioner has lost control. The witness did give the impression that 
the day-by-day operation of the Bureau must pass the scrutiny of the 
Treasury staff. But since this is contrary to the fact and could hardly in 
the nature of things be the case, he must have meant something else. He 
did, for he presented an illustration. This illustration is the proposal to 
change the March 15 individual filing date to April 15. The witness 
stated his belief that the Bureau favors this step, or at least is sympathetic 
to it; that the Treasury does not approve; and that “it is the type of 
question in which I would say that the Bureau is 19 times apt to be more 
right than the Treasury would be. I think that is the kind of thing on 
which the Bureau’s opinion should control.” *° 

Let us look at this “purely administrative matter.” First, the change 
would run counter to the objective of increasing the currency of tax pay- 
ments, a goal which has been sought in order to relieve taxpayers of over- 
hanging tax liabilities under high tax rates and to accelerate the response 
of tax collections to changes in business activity. Second, and related, the 
extra month’s delay in the final payment of estimated tax would increase 
discrimination against wage earners as a group who now pay currently, 
in fact, overpay in many cases, under the withholding system. Third, it 
would require additional government borrowing in view of the delay in 
receiving collections and thus increase the government interest cost. 
Fourth, it would create transition problems in the shift of the June 15 
payment to July 15 of the next fiscal year. These are all fiscal policy 
factors which no one could fairly describe as purely administrative. There 
are, of course, administrative factors involved in the proposal, and I 
suppose one of these is the work-load of the accounting and legal profes- 
sions and of the Bureau around the present filing time. Another adminis- 
trative factor involved is the decrease in accuracy resulting from a loss 
of papers by taxpayers and a dimming of their memories when another 
month intervenes between the end of the year and a return filing. And 
how do we describe institutional factors, such as the intangible value of 
the identification now associated with March 15 as a filing date, even 
apart from the impact on state tax laws which are coordinated with that 
date? 

In a consideration of this proposal the Bureau quite properly should urge 
strongly any merit it finds in the proposal from the standpoint of its ad- 
ministrative activities. It would be derelict in its duties if it did not. But 
there its role ends; it cannot go on to pass a final judgment on its claims 
as measured against these other claims of fiscal policy and tax policy. 
That judgment must be made, for the Executive, by the Secretary whose 
very task is a balancing of all these factors. 


” 


10 Note 5 supra, at 118-19. 
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Any number of examples may be used where administrative con- 
venience—or inconvenience—is an important factor but only one of the 1 
factors: the decision to adopt a withholding system; the adoption of the 
loss carry-forward device; the question of averaging; the level of exemp- 


tions ; the question of per capita exemptions as against a different system i 
of exemptions; the use of reserves for estimated losses or expenses; the é 
system of relief under an excess profits tax; the extent to which technical ( 
aspects can be subordinated on tax returns to achieve as much simplicity ( 
as possible; the adoption of the standard deduction; the adoption of a 1 
medical expense deduction. And so the list goes on. ( 
In brief, there are no “purely administrative matters” in our federal I 
tax system. Stated differently, there is no tax problem, certainly no sig- y, 
nificant tax problem, which should be answered on the basis of adminis- c 
trative considerations alone. It is all a matter of degree. At one part of | 
the spectrum the administrative factor will predominate and at other parts [ 
other factors will appear controlling. But the spectrum remains and will I 
not produce the pat division which the proposal for Bureau separation a 
assumes and requires. Our revenue system is the largest operation in our a 
economy. It affects virtually all of our population and has a significant ! 
impact on every aspect of our economy. It is a major instrument for f 
affecting the welfare of the country. The problems, demands, and capa- a 
bilities of tax administration are an integral part of that revenue system, 
directly affecting its course and in turn being affected by the demands of : 
the other parts of the system. The Secretary as chief fiscal officer of the Q 
Government is in direct charge of that revenue system. He cannot b 
properly perform his policy function if the operational activity of the t! 
tax system is withdrawn from his jurisdiction. ti 
To return to our witness, he had another matter on his mind—and it f 
was really much closer to his concern about those capable but “theoretical” si 
fellows in the Treasury. The witness stated: “I think there would be s 
much less tendency on the part of an independent Bureau of Internal W 
Revenue to read into the tax laws which you [the Congress] enact in- v 
terpretations which you did not intend. I think that if the primary re- 
sponsibility for interpretation and administration of the revenue laws it 
were in the Commissioner of Internal Revenue, you would find the Com- Oo 
missioner of Internal Revenue seeking very assiduously to follow exactly li 
what the Congress intended.” * ir 
I am afraid that here our witness, who happens to be a very capable T 
attorney in dealing with theoretical matters, was also demonstrating that B 


he is a very capable, practical attorney as well. For he was appealing to 


11 Note 5 supra, at 114. 
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the Congressmen in a vein most pleasing to them, that of a defender of 
their authority against those who would flout the Congressional will. 
Moreover, he was achieving this by presenting statutory interpretation as 
a mere mechanical reading of the law which is, of course, the popular 
impression but hardly one obtained after twenty or more years of tax 
experience. And he was accomplishing all this without offering a single 
example of what he had in mind or of where the Treasury had deliberately 
departed from the zone of permissible interpretation. Of course, Congress- 
men “intend” a certain result—the difficulty is that they achieve this intent 
only after a problem has arisen which causes everyone to see that the 
previous Congressional language didn’t decide the problem four-square. 
And the language generally doesn’t do this, because the Congress and its 
draftsmen did not perceive the problem when the statute was originally 
passed. Moreover, this hindsight, for which the witness prefers the more 
popular term “Congressional intent,’ works both ways. The Congress 
has reversed the Korell’** decision of the Supreme Court, which went 
against the Commissioner, as well as the Virginian Hotel* decision 
against the taxpayer. (Need I explicitly state that the witness was William 
A. Sutherland, and need I seek pardon for wondering a bit how an attorney 
forced by the Bureau to litigate the Virginian Hotel decision could ever 
again have any faith in that Bureau’s following the Congressional intent !) 

If I may conjecture as to examples this witness might have used—or 
if not this witness, others who share these views on this proposal—I believe 
one would see the standard list of “Treasury tax horrors” headed perhaps 
by the Clifford regulations, the preferred dividend bail-out policy, and 
the stock option regulations. The Treasury was here following an affirma- 
tive tax policy which it believed to be in the public interest and which it 
felt was proper under the existing statute and case law. The fact that 
some members of the tax bar reacted in an equally affirmative and aggres- 
sive fashion in the interests of their clients does not prove those policies 
wrong or without statutory support. Nor does it prove that the Bureau 
was not in agreement with those policies. 

Of course, sometimes the Bureau might not decide a matter of statutory 
interpretation adverse to the taxpayers where the Treasury would. But 
one who has seen the issues put forth in administrative settlements or 
litigation or has listened to the complaints of taxpayers against Bureau 
interpretations and policies will equally understand that sometimes the 
Treasury might not decide a matter adverse to the taxpayers where the 
Bureau would. I am sure that many an aggrieved attorney in the turmoil 


12 Comm’r v. Korell, 339 U.S. 619 (1950). 


18 Virginian Hotel Corp. v Helvering, 319 U.S. 523 (1943). 
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of a tax controversy would like to see the Bureau separated from the 
Bureau and placed in the Treasury! One must not overlook that Bureau 
interpretation is often unavoidably colored by the antagonisms arising out 
of the daily task of being one of the parties in an endless succession of 
controversies. The Treasury staff, merely by its position, is largely re- 
moved from this handicap and may often by that very fact see the balance 
more clearly and objectively. But in the final analysis any difference in 
legal ability and legal aggressiveness between the Bureau and the Treasury, 
if it exists at all, is a temporary matter which fluctuates in both directions 
in both agencies. Personnel shift back and forth between positions in the 
Treasury and in the Bureau, and it is somewhat difficult to believe that 
they can be so careful as always to wear their devil’s horns when on 15th 
Street and their angel’s wings when on 12th Street. 

Our witness had this final point respecting separation of the Bureau 
from Treasury thought censorship: “None of us would ever deprive the 
Treasury, or anyone else in Government, from coming to the Congress 
and making any recommendations on any subject. However, under the 
set-up we propose you would look primarily to the Commissioner of In- 
ternal Revenue for information as to the administration and collection of 
taxes imposed by law.” ** Now today the Commissioner appears before 
the Congressional committees and testifies on revenue legislation, so that 
the witness could not have had inaccessibility of the Commissioner in 
mind. Perhaps, then, the witness felt that the Commissioner, while acces- 
sible, presents not his views but those of the Secretary and his “theoretical’’ 
men. If by this statement the witness is implying that the Commissioner 
withholds information or falsely colors it, which I do not believe he in- 
tended to imply, the statement would then be an unfair indictment of our 
Commissioners, with no evidence to support it. The statement can there- 
fore only mean that the Commissioner, if a part of the Treasury, will not 
vigorously and aggressively fight for his views as against over-all Treasury 
tax policy. But Commissioners are generally sensible men who well under- 
stand that tax policy is a balancing of all considerations. In this respect 
the Commissioner, and the Congress in its relation to him, are in no 
different position than in the case of all the other Bureau and division 
heads in our Government. These administrative officials have the delicate 
task of accepting over-all executive policy while they remain a part of 
the executive branch and yet meeting with honesty and candor the ques- 
tions of a Congressman. But no capable administrator would on that 
account demand that he be made independent of Cabinet officers. 

We might explore the possibilities inherent in the solution offered by the 


14 Note 5 supra, at 114-15. 
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separation proposal for this routine problem of Executive-Congressional 
communication. If the Commissioner were the head of an independent 
agency, he would increasingly be called upon by the Congress to give his 
views on all aspects of tax policy. Even if he wanted to, he could not 
in the end limit himself to administration, because we have seen that tax 
issues do not classify themselves so neatly. A Congress opposed to a 
proposal of the Treasury would certainly attempt to pry out of an inde- 
pendent Commissioner an expert opinion on the other side. Conflict and 
confusion are bound to result. The proposal in this light is not separation 
of the Commissioner from the Secretary but the creation of a Commis- 
sioner-versus-Secretary relationship. It thus bears the seeds of anarchy in 
the tax policy field. Most of this is avoided today by the Commissioner’s 
ability to pass tax policy questions along to his superior, the Secretary. 
But an independent Commissioner would not be able to do that and, in 
the power atmosphere of Washington, might not even want to do it. 

In addition, under the present pattern a Commissioner is much more apt 
to be the fair-haired boy with the Congressional tax committees, a factor 
which explains a good deal about this proposal for separation. He occupies 
this position largely because of the contrast with the Secretary, who is 
generally a Congressional target. But if the Treasury Secretary were 
a Congressional favorite, something would be amiss. For the Treasury 
Secretary’s role as chief fiscal officer and chief representative of the public 
interest as a whole in tax matters is to say a firm “no” to many a pressure 
group proposal advanced via the Congressional route. While everyone 
understands this, and Congressmen especially, it is so basic a matter that 
it is often temporarily forgotten. But once a Commissioner gets drawn 
into the tax policy Congressional firing line and starts to deliver negative 
responses to pressure group proposals, which he must do if he is faithful 
to his position, he will soon find his Congressional popularity on the down- 
swing. For he would then be another participant in pressure politics and 
fair game for any Congressional or pressure group opponent. The an- 
tagonisms that would necessarily be developed could be quite harmful to 
successful tax administration. A Commissioner, respected for his ability 
as an administrator, who listens to the siren lure of “independence” will 
thus end up by injecting tax administration into the legislative tax policy 
arena. He will thereby go a long way in making efficient and respected 
tax administration much less likely of continued achievement. The present 
system thus has much to commend it in its insulation of the Commissioner 
from most of the pressure politics of tax legislative policy. 

At this point it might be well to observe that the experience of the other 
countries possessing well-developed tax systems is not likely to be very 
helpful in the consideration of this phase of our revenue system. Thus, 
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in Canada there is a Minister of Finance, who is in charge of both the 
Budget and tax policy, and a Minister of National Revenue, who is in 
charge of tax administration and collection. In one sense the functions 
of tax policy determination and tax administration are thus separate. 
But this separation within the executive branch is not a separation vis-a-vis 
the legislature. Canada has a parliamentary government and the executive 
is both united as respects the legislature and in control of the legislature. 
Hence, any differences in the tax field between the two ministries, that is, 
differences which are not settled at the working staff or ministerial level, 
are resolved by the Prime Minister and his Cabinet. Further, once re- 
solved, the differences will not be revived or reargued by the Parliament. 
All this is in sharp contrast to the American system, in which executive 
decisions are not binding on the Congress and in which differences within 
the executive branch are fair game for Congressional exploitation. With- 
out any consideration of whether the Canadian situation represents a 
well-planned organization or one that simply grew up, or whether what- 
ever its history it works well or poorly, it is apparent that in this regard 
the procedure of a parliamentary government is not a guide for the United 
States.*® 

There is one remaining argument offered by the tax bar for this pro- 
posal of separation, a quite curious argument. The third witness, Mark E. 
Richardson, a certified public accountant in the District of Columbia, 
stated that regulations were necessary in the tax field to avoid impossible 
statutory detail. From this quite acceptable statement, however, this 
startling denouement followed > 

You [the Committee] have as your . . . witnesses people from all over the 
country who are interested in particular matters. They give you their points 
of view. . . . Included among those witnesses regularly are representatives 
of the Treasury Department. Gentlemen, if you turn the administration of 
the tax law which you ultimately wrote back to any other one of the witnesses 
that appeared before you so that he would have the right to administer it as 
he had wanted it in the first place, you would consider yourself doing a rather 
ridiculous thing, and yet that is exactly what you do when you .. . enact 
legislation which is contrary to the testimony . . . of the Treasury, and then 
turn back to those people the duty of administering a law which may not be 
what they wanted in the first place.*® 

I pass by the quite complete rejection of any sense of responsibility in 
the Executive branch of the Government which the statement implies. 


15 As far as the various American States are concerned, the trend is in the direction 
of a unitary fiscal policy and tax administration agency. See Second Partial Report, 
Senate Interim Committee on Governmental Reorganization, California Legislature 30, 
151-184 (1951); State Administrative Reorganization, Council of State Governments 
(1951). 

16 Note 5 supra, at 120. 
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Accepting the statement at face value, it must mean that an independent 
Commissioner would take over the task of framing the regulations, pro- 
vided that he kept silent during the process of legislation. This picture 
of the independent but silent Commissioner contrasts strangely with that 
painted by the preceding witness of the independent Commissioner as a 
source of wise advice and judgment in the legislative process. And the 
picture might dampen the ardor of a Commissioner who desires independ- 
ence but is not quite ready to become a eunuch to achieve it. 

So much for the view of the proposal as a separation of the Bureau 
from the supposed intellectual domination of the Treasury. In the discus- 
sion of this aspect of the proposal, I have drawn almost entirely on the 
recent testimony before the Ways and Means Committee, because it 
presents the arguments of members of the tax bar in support of the 
proposal. But one of the chief proponents of the proposal suggests another 
view of the separation. He sees it as a separation of the Bureau from the 
political influence of the Treasury Department. Thus, this proponent, 
Congressman Carl T. Curtis of Nebraska, has said: 


So long as the Bureau of Internal Revenue is a part of the Treasury Depart- 
ment the final decisions and tax collecting policies will be made in a political 
atmosphere regardless of which party is in power. [This view should be quite 
disconcerting to the new face-clean broom school of thought that is somewhat 
prevalent today.] The Secretary of the Treasury is a member of the Presi- 
dent’s Cabinet and as such, along with the Secretary of Labor, the Postmaster 
General, the Attorney General, and the national party chairman, want their 
chief to be re-elected. They are interested in the political fortunes of the 
administration which they constitute. Financial contributors to the party, party 
leaders, city bosses, pressure groups and vested interests can and will apply 
pressure with respect to our tax collecting policies. In such a set-up political 
favoritism and the peddling of influence will always be problems. 


The Congressman stresses that his independent agency “will be entirely 
free from political control . . . free from the politics of any adminis- 
tration.” 77 This apparently was also the view of the three Republican 
members of the King Subcommittee who urged the proposal for a Bureau 
independent of the Treasury Department in order “to remove it from any 
possible taint of political influence.” ** 

This view of the separation proposal suggests two questions: one, is 
the Bureau today plagued by political influence; and two, would an in- 
dependent status for the Bureau automatically guarantee freedom from 
political influence? As to the first question, no concrete evidence is of- 
fered by the proponents of the proposal, so that the situation must be 


17 Statement of Congressman Curtis, released Jan. 20, 1952. 
18 Note 1 supra. 
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viewed in the light of available general information. At the outset it 
must be recognized that the most important possible avenue of political 
influence present in the Bureau, and one long recognized as such, has now 
been closed. This avenue was the political appointment of the Collectors 
of Internal Revenue. Their elimination under the 1952 Reorganization 
Plan *® for the Bureau effectively ends an area in which political con- 
siderations concededly governed the selection of tax personnel. The Com- 
missioner is now the only Presidential appointment in the Bureau of 
Internal Revenue. As for political influence in the handling of cases in 
the Bureau, the testimony before the King Subcommittee did not indicate 
that, apart from the Collector situation, this was a flagrant or even sig- 
nificant source of difficulty in comparison with the other problems facing 
the Bureau. To the extent that it was involved in the Bureau, it was 
largely traceable to the unfortunate choice of a single Commissioner.” 
The present vigorous non-political reorganization of the Bureau indicates 
that able and honest Commissioners can be and are obtained under the 
present system. 

Much of the political pressure that beats upon the Bureau would not 
necessarily be ended by giving it a separate status. For the testimony 
before the King Subcommittee demonstrated that a very significant part 
of that pressure is exerted by Congressmen acting, with varying degrees 
of interest, on behalf of constituents or other favored taxpayers. In fact, 
a Commissioner independent of the Treasury might be in a worse position 
to resist that pressure than one who can call upon the aid of the Treasury. 
Moreover, a significant target of political pressure in the tax field, and 
until recently apparently a not too resisting one in some areas, is the De- 
partment of Justice. The proposal of Bureau separation does not cure that 
particular tax ailment. In addition, experience has shown that a separate 
agency, whether headed by a single administrator or a commission, is not 
merely because of that separation a fortress secure against political pres- 
sures. The recent history of the RFC should moderate the claims of the 
“separationists.” 

Now, of course, agreement may be secured on the desirability of pre- 
venting the intrusion of political influence in the handling of tax cases. 
But the undisputed and ever present need for alertness on that score does 
not ipso facto become the lever to separate the Bureau from the Treasury. 


19 Reorganization Plan No. 1 of 1952, Bureau of Internal Revenue; Hearings before 
the King Subcommittee of the House Committee on Ways and Means, the House Com- 
mittee on Expenditures in the Executive Departments (H. Res. 494), and the Senate Com- 
mittee on Government Operations, 82d Cong., 2d Sess. (1952). 

20 Hearings on Internal Revenue Investigation, King Subcommittee of the House Com- 
mittee on Ways and Means, 82d Cong., 1st and 2d Sess. (1951, 1952). 





i > b> hese Ah Ce cee Bees eee SK (<a 


wn oa -— 4 Am . 


1c, ee & 





1953] THE PROPOSAL TO SEPARATE THE BUREAU 167 


A discussion of the over-all impact of this separation response to the need 
for vigilance on the political pressure front may help us maintain our 
perspective. The collection of the revenue may, for this purpose, be con- 
sidered from three main aspects: protection of the taxpayer unfairly 
treated ; the efficient operation of the entire system, from initial collection 
through the disposition of individual controversies ; and the exclusion of 
political factors from the resolution of tax controversies. 

As to the first aspect, that of unfairness to the taxpayer, the recourse 
to the courts, especially the Tax Court, is on the whole an adequate pro- 
tection. The problems now attendant upon Tax Court litigation, such as 
the prompt disposition of its cases and the handling of small cases, will 
not be solved by the creation of a separate Bureau. Those problems must 
properly be the subject of study so that this method of protection accorded 
the taxpayer against arbitrariness on the part of the Bureau will remain 
effective. In addition, the competence of the tax bar and its general state 
of alertness respecting Bureau decisions are further effective defenses for 
the taxpayer. 

The second aspect, that of efficiency of over-all operation, is a matter 
requiring constant and vigorous attention. The Bureau has been alert to 
this situation and in recent years, spurred by Congressional surveillance, 
has made significant strides in adapting itself to the tremendous task before 
it. The changes being brought about by the present Reorganization and the 
thought and organizational analysis which they involve are having a very 
great effect on the improvement of Bureau operation. All this is to 
the good—and vitally necessary. But for our purpose the important point 
is that the bestowal of a separate status upon the Bureau will not con- 
tribute to increasing its operating efficiency. On the contrary, the mantle 
of independence might well cloak a decrease in efficiency. In the long pull, 
Treasury oversight of Bureau operation acts as a spur to the Bureau. 
That oversight and the activity of the Treasury staff have the general 
effect of making the Bureau at first defend and then think more closely 
about its procedures and operations. The result, in perspective and seeing 
beyond occasional, short-run irritations and personality conflicts, has been 
a steady cooperative striving for constant improvement in administration. 

All this would be lost under a separate status. Moreover, and as we 
shall see perhaps crucial in the consideration of such a separate status, 
the grant of independence through a commission form of organization 
might be a fatal blow to the efficient conduct of our revenue system. The 
Hoover Commission Task Force Report on the Independent Regulatory 
Commissions ** demonstrates that the commission type of organization 


21 Commission on Organization of the Executive Branch of the Government, H. R. 
Doc. No. 115, Appendix N, 81st Cong., Ist Sess. (1949). 
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for a government agency is not conducive to effective operation on a major 
scale. Commissions on the whole are not the most efficient of adminis- 
trators. Each commissioner does not like to surrender authority to the 
others; the staff is often unsure as to whom to look for guidance and 
supervision ; group decision is time-consuming ; and so on. This weakness 
in administration does not destroy the usefulness of commissions in the 
process of government, but rather it demands that they be used only 
where their positive values outweigh this weakness. Thus, the Task Force 
stated that ‘“The common experience is that groups are better fitted for 
judgment and decision than for the execution of large-scale operations. 
. . . Ordinarily, we believe . . . operating functions should be placed in 
the regular departments where they may be carried out under direct execu- 
tive supervision and responsibility.” The Task Force recommended that 
“. . the independent regulatory commissions should ordinarily be con- 
fined to regulatory activities and should not be entrusted with essentially 
executive and operating tasks except for compelling reasons.” ** Essen- 
tially, the Task Force found the commission form useful in the regulation 
of a particular industry or activity. Customarily, some of the regulated 
interests will be powerful and often politically influential. Moreover, 
regulation will require constant adaptation to changing economic and 
industry conditions and wide discretion will have to be delegated to the 
administrative agency. Here the independent commission provides a means 
for insulating administration from partisan influence or favoritism. The 
commission activity is essentially that of establishing standards and rules 
to govern conduct for the future; generally through investigations, hear- 
ings, and quasi-judicial decisions.” 

If we are to be guided by these observations of the Hoover Commission 
Task Force, the commission form is distinctly not suited to the mass 
operation which must be performed by the Bureau of Internal Revenue. 
Indeed, the practitioners who recommend a separate status for the Bureau 
appear still to think in terms of a single administrator at the head of the 
independent agency.** But Congressman Curtis’ form of the separation 
proposal is expressly in terms of a commission-headed agency.” He has 

22 Supra note 21, at 29-30. 

23 Supra note 21, c. Il. The Task Force did not consider the Atomic Energy Com- 
mission and the Tennessee Valley Authority, which are primarily operating commissions 
combining a governing board with an executive official to manage the operations of the 
agency. However, the problems and activities of tax administration do not warrant this 
divorcement of executive direction of tax administration from the control of the policies 
of tax administration, and this type of commission would seem too cumbersome for the 
field of tax administration. Congressman Curtis, while proposing a commission, does 
not suggest this particular form of commission organization but rather simply a com- 
mission of three commissioners. 


24 Note 5 supra, at 111, 115, 116. 
25H. R. 6127, 82d Cong., 2d Sess. (1952). 
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no other alternative, for the heart of his proposal is freedom from sup- 
posed political influence, and his device for securing that freedom is the 
collective action of three commissioners, each serving for a nine-year 
term. While the length of the term is to prevent domination by a particular 
President, the proposal in this respect overlooks the likelihood of a far 
more frequent turnover through resignations preliminary to entry by the 
commissioners in the more lucrative field of private tax practice. 

Congressman Curtis’ proposal in its search for a barrier against political 
influence thus chooses a device which, whatever may be its effectiveness 
as a weapon against that influence, will seriously impair the efficient 
functioning of the Bureau. When the problem of defense from political 
influence is thus weighed against the tremendous operational task faced 
by the Bureau, the balance must quite clearly favor the type of organiza- 
tion suited to the operational need. The decision is all the clearer when 
we recognize the limited extent, all things considered, to which political 
influence has apparently made itself felt in the handling of tax contro- 
versies. And even if the extent of this influence be in dispute, its evils 
may be fought with other weapons. Thus, publicity is an effective anti- 
dote. For example, it would be desirable for the Bureau to publish all of 
the important rulings which it now issues in the form of the individual 
ruling letters to the taxpayers requesting the rulings. This step in effect 
has been suggested by the King Subcommittee.** The opportunity now 
afforded for public inspection of tax compromises is another step that 
should be helpful. Restrictions, either established by law or through self- 
imposed restraints, on the activity of Congressmen in interfering in cases 
in the Bureau and the Department of Justice would be beneficial. A Con- 
gressman who must stay away from the Bureau is likely to be an excellent 
watch-dog against political poachers from other camps. 

In short, the present revenue structure is neither defenseless against 
political intrusion nor lacking in ways to increase its protection. We are 
therefore not compelled to make deep sacrifices in the efficiency of our 
internal revenue system in order to secure for that system greater freedom 
from political favoritism. The presentation of the separation proposal as 
a separation of the Bureau from political influence therefore does not 
render the proposal any the more acceptable than when it was presented 
as a separation from Treasury thought control. Initially, the existence of 
a degree of political favoritism sufficiently ominous to warrant a drastic 
change of structure has not been demonstrated. But even beyond this, 
the remedy for curing one ill of the patient cannot lie in leaving him a far 
sicker person. As a solution for the problem of political influence, the 


26 Hearings on Proposals for Strengthening Tax Administration, King Subcommittee 
of House Committee on Ways and Means, 82d Cong., 2d Sess. 98 (1952). 
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separation proposal is markedly inferior, to say the least, to other available 
courses of action. To say the most, it could be fatal to effective tax 
administration. 

A few positive comments may be in order. The problem of the inte- 
gration of the Bureau with the Treasury at the top level requires further 
thought. The suggestion has been made that the Commissioner become 
an Assistant Secretary for Taxation,” but this step would be unwise. 
Much of the above comment with respect to a Commissioner-Adminis- 
trator becoming a Commissioner-Tax Policy Maker is also pertinent here. 
The Secretary does, of course, need an official in the Treasury to take 
direct charge of tax policy matters and to represent the Secretary in the 
revenue field. The top level contacts between Treasury and Bureau would 
then be in the hands of that official and the Commissioner. This Treasury 
official should have attached to his office the Treasury tax experts in the 
Tax Advisory Staff and the Tax Legislative Counsel’s Office. He should 
preferably be an Under Secretary or Assistant Secretary rather than the 
General Counsel. However, the particular choice will usually depend on 
the personalities of the Secretary’s immediate staff and any rigid desig- 
nation by title is not feasible. The present arrangement which makes the 
Chief Counsel for the Bureau an Assistant General Counsel of the Treas- 
ury, and thus under the supervision of the General Counsel, should be 
continued. This relationship does not prevent the Chief Counsel from 
really being the Commissioner’s lawyer. At the same time, however, it 
affords the Chief Counsel a measure of independence, so that he can give 
the Commissioner the benefit of his advice without the concerns that often 
hover about a direct subordinate relationship. A sensible Commissioner 
will readily appreciate the great help that can come from such a friendly 
but independent source.** The tax bar, accustomed to an attorney-client 
relationship that is not one of principal and agent, should appreciate the 
importance of this aspect. 

A word as to the organization of the Bureau itself may be mentioned. 
The problems of the Bureau in recent years may be summed up by the 
statement that it lacked a directing brain adequate to its structure. The 
size of the country and the broad taxpayer coverage of the revenue laws 
necessitate far-flung, decentralized activities of the Bureau. It is imperative 
that the central organization in Washington be competent and positive, 
and that it actively direct the field organization. Until now the requisite 
intelligent, centralized planning and direction have been lacking in the 
Bureau, especially with respect to substantive matters. But the revitaliza- 


27 Supra note 8, at 16-17. 
28 Supra note 26, at 28-33, 37, 46. 
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tion and reorganization now rapidly taking place are basically directed to 
providing the Bureau with a controlling brain adequate to the task. Able 
men are on the Bureau scene and they are constantly increasing their 
awareness of the pressing need for over-all planning and affirmative direc- 
tion. The improvement of tax administration in the United States there- 
fore does not lie in any such will-o’-the-wisp as Bureau separation or in- 
dependence. It lies in the continued strengthening of all aspects of Bureau 
operation, and principally the aspect of central planning and direction. 








Realization: Administrative Convenience 
Or Constitutional Requirement? 


EDWARD T. ROEHNER anp SHEILA M. ROEHNER 


Hs the Supreme Court in post-Eisner v. Macomber decisions* held 
that under the Constitution unrealized appreciation in assets is now subject 
to tax as income? * Some tax lawyers of high standing believe that the 
Supreme Court has done so, and that the only test of whether unrealized 
appreciation is taxable is the test of convenience.* There is a division 
among them as to which cases support the doctrine that unrealized ap- 
preciation is now constitutionally subject to being taxed as income,* and 
whether a tax can be imposed on it under the existing legislation.° 


Epwarp T. RogEHNER is a member of the New York Bar specializing in tax practice; 
formerly Technical Head of Federal Tax Department of Research Institute of America. 

SHema M. Roenner (LL.B., Columbia Law School; Kent scholar 1944, 1946) is a 
member of the New York Bar. 

1 Helvering v. Horst, 311 U.S. 112(1940) ; Helvering v. Eubank, 311 U.S. 122 (1940) ; 
Helvering v. Bruun, 309 U.S. 461 (1940); Helvering v. Midland Mutual Life Ins. Co., 
300 U.S. 216 (1937). 

2 Cf. “Neither in the United States nor in England has any proposal to tax unrealized 
gains (capital or otherwise) received serious consideration from the legislature, tax 
authorities, or the courts.” Changing Concepts of Business Income, THE Stupy Group 
on Business INCOME OF THE AMERICAN INSTITUTE OF ACCOUNTANTS 9 (1952). 

8 Among them are Roswell Magill, formerly Professor of Law, Columbia Law School, 
and earlier Under Secretary of the Treasury; Dean Griswold and Professor Surrey, 
both of Harvard Law School; and Professor Bittker, of Yale Law School. Since Pro- 
fessor Warren, of Columbia Law School, is co-author of SuRREY AND WARREN, FEpD- 
ERAL INCOME TAXATION, CASES AND Matertats (1950), which repeats Professor Sur- 
rey’s views, at 1076 et seq., he too is apparently an adherent of the school. 

4Mr. Magill relies upon Helvering v. Bruun, 309 U.S. 461 (1940) and Helvering v. 
Midland Mutual Life Ins. Co., 300 U.S. 216 (1937). Professor Surrey relies upon 
Helvering v. Bruun, 309 U.S. 461 (1940) and Helvering v. Horst, 311 U.S. 112 (1940). 
Mr. Magill does not rely upon the Horst case and Professor Surrey does not rely upon the 
Midland Mutual Life Ins. Co. case. 

5 Roswell Magill [Taxaste Income (1945 ed.)] and Professor Boris I. Bittker 
[Charitable Gifts of Income and the Internal Revenue Code: Another View, 65 Harv. 
L. Rev. 1375 (1952)] believe that Congressional action is necessary. Dean Erwin N. 
Griswold [Charitable Gifts of Income and the Internal Revenue Code, 65 Harv. L. Rev. 
84 (1951)] and Professor Stanley S. Surrey [The Supreme Court and the Federal In- 
come Tax: Some Implications of the Recent Decisions, 35 Int. L. Rev. 779 (1941), 
repeated in SURREY AND WARREN, FEDERAL INCOME TAXATION, CASES AND MATERIALS 
1076 et seg. (1950)] believe that it is not. 
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The Government argued on brief in the Griffiths ® and Strassburger * 
cases, in which it requested that the Macomber case be overruled, that 
there is no constitutional requirement of realization as defined in the 
Macomber case, and that realization is a matter for legislative determina- 
tion. The Treasury, however, without waiting for Congressional authori- 
zation is attempting to tax the unrealized appreciation in assets as income 
to donors at the time of gift.* Its position is supported by Dean Griswold ° 
and Professor Surrey,’° and opposed by Mr. Robert N. Miller * and Pro- 
fessor Bittker,* who believe that section 113(a) (2), which gives a donee 
his donor’s basis for gain or loss, is a bar to taxation of the donor. 

We believe that the Supreme Court has in no post-Eisner v. Macomber 
case indicated the slightest relaxation in the rule that realization is neces- 
sary before there can be taxable income. The Court has in successive 
cases enlarged the definition of realization laid down in the Macomber case 
in the light of the later fact-situations that it could not possibly have 
foreseen at the time the Macomber facts were presented to it.** We believe, 
however, that if the Treasury were correct in its belief that it could tax 
unrealized appreciation at the date of gift, the basis section 113(a) (2) 
would be no bar. We believe, moreover, that if the Treasury were correct 


6 Helvering v. Griffiths, 318 U.S. 371 (1943). The Government brief refers to the 
Strassburger brief, infra note 7, for the argument. 

7 Strassburger v. Comm’r, 318 U.S. 604 (1943); Government’s Brief, p. 38. 

8].T. 3910, 1948-1 Cum. Butv. 15; I.T. 3932, 1948-2 Cum. BuLw. 7; special ruling, 
dated Oct. 8, 1951, 525 CCH {6125; White v. Brodrick, 104 F.Supp. 213 (D. Kan. 1952). 
The Treasury relies solely on Helvering v. Horst, 311 U.S. 112 (1940). 

9 Griswold, Charitable Gifts of Income and the Internal Revenue Code, 65 Harv. L. Rev. 
84 (1951). He cites no authority for his belief that the Treasury is correct, but since the 
Treasury relies solely on Helvering v. Horst, 311 U.S. 112 (1940), it may safely be 
assumed that he is relying on no other cases than those relied upon by Mr. Magill and 
Professor Surrey: Helvering v. Horst, 311 U.S. 112 (1940); Helvering v. Eubank, 311 
U.S. 122 (1940); Helvering v. Bruun, 309 U.S. 461 (1940); Helvering v. Midland 
Mutual Life Ins. Co., 300 U.S. 216 (1937). 

10 Surrey, The Supreme Court and the Federal Income Tax: Some Implications of the 
Recent Decisions, 35 Itt. L. Rev. 779 (1941), repeated in SuRREY AND WARREN, FEDERAL 
INCOME TAXATION, CASES AND MATERIALS 1076 et seg. (1950). 

11 Miller, Gifts of Income and of Property: What the Horst Case Decides, 5 Tax L. 
Rey. 1 (1949). 

12 Bittker, Charitable Gifts of Income and the Internal Revenue Code: Another View, 
65 Harv. L. Rev. 1375 (1952). Professor Bittker, in his answer to Dean Griswold, ap- 
parently relies on Helvering v. Horst, 311 U.S. 112 (1940) for his flatly stated belief 
that unrealized appreciation is taxable. See id. at 1378. 

18 Justice Holmes said: “An opinion is something which begins where the law left off 
before you announce it. The principles need to be developed a little further, and applied 
to decide the rights of the parties. It should leave them there. It is a mistake to go 
further in developing these principles than you are carried by the necessity of deciding. 
The rest will be better done later in the light of the next set of facts.” Hate, Some TABLE 
TALK OF Mr. Justice HotMEs AND ‘THE Mrs.’ 15 (1935). 
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in its belief that it could tax unrealized appreciation as income whenever 
administratively convenient, it could also tax unrealized appreciation at 
the date of death.** The rule of convenience would fix the dates of gift and 
of death as the taxable events. 

The purpose of this article is to show (1) that the Macomber doctrine 
that unrealized appreciation is not income is unimpaired, and hence, that 
the Treasury’s attempts to tax unrealized appreciation as income to a donor 
have no judicial support; (2) that the Treasury, which is litigating the 
question whether a donor of property held primarily for sale should 
return as income the fair market value of the property, is entitled only to 
have the amounts deducted as the expense of production returned to 
income, the excess over the expense of production being unrealized ap- 
preciation; (3) that the Court, as a protection to the revenue, will uphold 
a statute taxing unrealized appreciation as income to the donor at the 
date of gift; and (4) that the Court will not uphold a statute taxing 
unrealized appreciation to the decedent. 

In Eisner v. Macomber,” decided more than thirty years ago, the Su- 
preme Court laid down two principles of income taxation: (1) the basic 
principle that an income tax could constitutionally be levied only on gain 
that was realized,’® and (2) the narrower principle that a dividend of com- 
mon on common (the only stock outstanding) was not a realization of gain 
to the stockholders.** The majority held that the certificates issued as a stock 


14 Section 126 might require the Treasury to defer the taxation of unrealized apprecia- 
tion to a cash basis decedent at the date of death, but in that event the person who re- 
ceived the right to the asset could be taxed on the appreciation as income in respect of 
a decedent. However, section 126 was enacted to provide for those cases where the in- 
come had not been received by the decedent, not for those cases where the transfer itself 
would be interpreted as the realization of income. 

15252 U.S. 189 (1920). Section 2(a) of the Revenue Act of 1916, which was before 
the Court in the Macomber case, provided that a stock dividend should be considered 
income to the amount of its cash value in so far as distributed out of “earnings or 
profits accrued since March 1, 1913.” In Towne v. Eisner, 245 U.S. 418 (1918) the 
Court had held, interpreting the 1913 statute, which provided that net income should 
include “dividends,” that stock dividends were not included. The Towne decision did 
not decide that stock dividends were not income constitutionally; it merely decided that 
they were not included in the meaning of the word “dividend.” 

16 On this point there was no dissent. Macitt, TAXABLE INcomE 80 (1945 ed.) says 
that the minority were as certain that income must be realized to be taxable as was the 
majority. Cf. Montgomery, Accounting and Income in LecTuRES ON TAXATION, CoLUM- 
BIA UNIvERsITy Sympostum 55-56 (1932): “The economist very properly gives full con- 
sideration to accretions in value, particularly in the case of land. Realization in money does 
not affect his point of view. The value is there. The lawyer and the accountant demand 
some sort of realization before any gain or any tax on gains can be recognized or 
imposed.” 

17 Qn this point the Court divided. The majority opinion said: “That Congress has 
power to tax shareholders upon their property interests in the stock of corporations is 
beyond question; and that such interests might be valued in view of the condition of 
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dividend simply increased the number of shares with consequent dilution 
of the value of each share, and that therefore the stockholders realized 
no income when they received the stock dividend. The majority opinion 
laid down the rule that for a gain to be realized there had to be: ** 

not a gain accruing to capital, not a growth or increment of value in the 
investment ; but a gain, a profit, something of exchangeable value proceeding 
from the property, severed from the capital however invested or employed, 
and coming in, being ‘derived, that is, received or drawn by the recipient (the 
taxpayer) for his separate use, benefit and disposal ;—that is income derived 
from the property. Nothing else answers the description. 


In the cases relied upon by those who maintain that the Macomber 
doctrine of realization is no longer a constitutional requirement, the Court 
has indicated that the precise words following the first semi-colon in the 
foregoing quotation were intended for the stock dividend case before it, 
but it has never limited the language before the semi-colon: “not a gain 
accruing to capital, not a growth or increment of value in the investment.” 


THE Bruun CASE 


The Bruun case ** is advanced in support of the doctrine that Congress 
may now constitutionally levy an income tax on unrealized appreciation,” 
because in it there was no severance, without which there could be no 
realization of income according to the Macomber opinion. In the Bruun 
case the taxpayer as lessor had leased land in 1915 under a 99-year lease, 
which provided that no building erected by the lessee was to be removed 
or torn down after the lease became forfeited, and that it was on for- 
feiture to become the property of the lessor. In 1929 the lessee erected 
a building with a useful life of not more than 50 years. Unless the 
lease was forfeited, therefore, the useful life of the building would end 
long before the termination of the lease. The lease was, however, for- 
feited upon non-payment of rent in 1933, and the taxpayer obtained 


the company, including its accumulated and undivided profits, is equally clear. But that 
this would be taxation of property because of ownership, and hence would require appor- 
tionment under the provisions of the Constitution, is settled beyond peradventure by 
previous decisions of this court.” 252 U.S. 189, 217 (1920). 

18J—n Helvering v. Griffiths, 318 U.S. 371 (1943) the Court refused to reconsider 
Eisner v. Macomber on the ground that when Congress enacted section 115(f) (1) taxing 
stock dividends to the extent that they constituted income to the shareholders within the 
meaning of the Sixteenth Amendment, it did not intend to include true stock dividends 
since the Macomber case had decided that such dividends were not income. 

19 Helvering v. Brunn, 309 U.S. 461 (1940). 

20 Macitt, TAXABLE INcoME 119 (1945 ed.); Surrey, The Supreme Court and the 
Federal Income Tax: Some Implications of the Recent Decisions, 35 Int. L. Rev. 779 
(1941), repeated in SurREY AND WARREN, FEDERAL INCOME TAXATION, CASES AND 
MarteriAts 1076 et seg. (1950). 
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possession of the land and the building. The Commissioner asserted that 
the taxpayer had realized a gain in the amount of the net fair market 
value of the building." The taxpayer argued that, while the building did 
enhance the value of the land, such added value became income only upon 
disposition of the building. He maintained that as an improvement affixed 
to the soil the building became part of the realty, indistinguishably blended 
in the capital asset ; and that the economic gain was not gain derived from 
capital or realized within the meaning of the Sixteenth Amendment and 
therefore could not be taxed without apportionment. 

The Court held that the net fair market value of the building was 
income to the lessor when forfeited to him. It said that the taxpayer’s 
reliance upon the expressions of the Court in Eisner v. Macomber and 
other cases dealing with stock dividends was misplaced. Those decisions, 
observed the Court, had said that gain derived from capital must be some- 
thing of exchangeable value proceeding from property, severed from the 
capital, and received by the recipient for his separate use, benefit, and 
disposal. But, it continued, those expressions were used to clarify the 
distinction between an ordinary dividend and a stock dividend. They 
were meant to show that in the case of a stock dividend the stockholder’s 
interest in the corporate assets after the receipt of the dividend was the 
same as and inseverable from that which he owned before the dividend 
was declared; and they were not controlling here.” 

The Bruun case does not support the statement that it “marks the end 
of one era in our tax history. What had commenced as a highly con- 
ceptual view of the realization of income has in the intervening twenty 
years become no more than a recognition of an expedient procedure.” * 
The provision in the Bruun agreement, that if the lessee forfeited the 
lease the lessor was to receive the building the lessee had erected, was a 
provision for compensation. This is clearly so, because the lease also 
provided that no building was to be torn down during the last three and 
one-half years of the term, which obviously was a provision for additional 
rent. As the Court said, here, as the result of a business transaction, the 
lessor received back his land with a new building on it which added an 
ascertainable amount to its value. It was not necessary, said the Court, 


21 At the time of the forfeiture the fair market value of the building was $62,245.58, 
which was $51,434.25 more than the unamortized cost of the building removed by the 
lessee in 1929. The Commissioner taxed the lessor on this difference. 

22 Cf.: “Obviously, however, it is unseemly to abstract words from their context, dis- 
associate them from their function in the situation with which they deal, and convert them 
into proclamations of universal and unqualified principles. Such an impropriety leads 
only to confusion. . . .” Powell, The Stock-Dividend Decision and the Corporate Nonen- 
tity, 5 Butt. Nat. Tax Ass’n 201 (1920). 

28 Surrey, supra note 20, at 783. 
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that the lessor should be able to sever the improvement from the land. 
The gain to the lessor was attributable to 10 mere enhancement in value 
of an existing asset. He actually received something new. He came into 
possession of his property and found a new and valuable building thereon. 
If the lessor had succeeded to personal property which the lessee had been 
compelled to leave behind, he would have realized taxable income; the 
mere fact that the building was attached to the land should not make any 
difference. The fact that under local law the building became a part of 
the realty on termination of the lease should make no difference in the 
income tax result of the forfeiture.* 

The argument is advanced that the situation is no different from one 
in which land had increased in value because of an improvement on 
adjoining property.*° The two situations are entirely different. In the 
Bruun case the taxpayer received something that he had not owned before 
as a result of the forfeiture, i.e., the building erected by the lessee. But 
if land increases in value because of an improvement on adjoining prop- 
erty, the taxpayer receives nothing, and a tax on the increase in value 
would therefore be a tax on unrealized appreciation. 

Since the Bruun case dealt with compensation received in the form of 
property, its result is not an impairment of the doctrine of realization 
but an affirmance of the doctrine. 

In discussing the Bruun case, Professor Surrey says: *° 


The Blatt decision is a strange companion for the Bruun case. The Court in 
the former case relied on Eisner v. Macomber and Hewitt Realty Co. v. 
Commissioner, 76 F. (2d) 880 (C.C.A.2d, 1935). In the Bruun case the 
Court rejected the doctrine of the Hewitt Realty case. 


The facts in the Blatt ** case were that in connection with the execution of 
a ten-year lease, the landlord and tenant mutually agreed that each should 
make certain improvements to the premises and that those made by the 
tenant should become the property of the landlord. The Court of Claims 
approved the Commissioner’s determination that one-tenth of the de- 
preciated value of the improvements at the end of the lease was income 
to the lessor each year as additional compensation. The Supreme Court 
reversed, saying: “It may be assumed that, subject to the lease, lessor 
became owner of the improvements at the time they were made. But it 
had no right to use or dispose of them during the term. Mere acquisition 
of that sort did not amount to the contemporaneous realization of gain 


24 Cf. Helvering v. Hallock, 309 U.S. 106 (1940), in which the Court referred to “the 
unwitty diversities of the law of property” as “peculiarly irrelevant in the application of 
tax measures.” 

25 Surrey, supra note 20, at 783. 

26 Td. at 792 n. 42. 
27M. E. Blatt Co. v. United States, 305 U.S. 267 (1938). 
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within the meaning of the statute.” Significantly, there was no dissent 
in either the Blatt case or the Bruun case. 

The Blatt case and the Bruun case are in complete harmony. When the 
lessor in the Bruun case received the right to use or dispose of the building, 
it became income to him. No such right existed in the Blatt case. But 
assuming Professor Surrey is correct in his statement that the Blatt deci- 
sion is a strange companion to the Bruun case because in the Blatt case the 
Court relied on Hewitt Realty Co. and in the Bruun case the Court rejected 
the doctrine of the Hewitt Realty Co. case, does not that indicate that the 
Court in reaching a decision is concerned primarily with reaching a correct 
result on the facts before it, and that language not necessary to the decision 
should not be given too great importance? ** 


Tue Miptanp Murvar CASE 


Helvering v. Midland Mutual Life Insurance Co.” is another case 
relied upon to show that unrealized appreciation in value may be taxed.*° 
The mortgagee, an insurance company, was a cash basis taxpayer. It bid 
in the property at the foreclosure sale for the debt and accrued interest 
without regard to the fair market value of the property. The Commis- 
sioner held that the mortgagee was taxable on the accrued interest as 
income, and that it was immaterial that the property was not worth the 
amount bid. The Court upheld him. It said that the bidding in of the 
mortgaged property by the mortgagee placed a valid and binding obligation 
upon it for the entire amount of the bid. The person, the Court observed, 
selling property under a foreclosure decree has no authority to accept 
anything in payment other than cash, but if the mortgagee acquires the 
property on his own bid, the formality of cash is ordinarily dispensed 
with. Therefore, remarked Justice Brandeis, the rights acquired qua 
purchaser are the same in either case, and likewise the legal effect upon 
the mortgage debt is the same, since in either case the debt, including the 
interest accrued, is paid. Where a stranger makes the purchase, he con- 
tinued, the debt is discharged by a payment in cash; where the mortgagee 
purchases the property, the debt is discharged by means of a credit. The 
amount so credited to the mortgagor as interest paid by the bidder would 
be available to him, said the Court, as a deduction in making his income 
tax return. 

The situation is thus the same if a purchaser had paid cash in the 
amount of the bid, and the amount, which included the accrued interest, 


28 Compare Professor Surrey’s treatment of the Horst case, discussed infra. 
29 300 U.S. 216 (1937). 
30 MAGILL, TAXABLE INCOME 119 (1945 ed.). 
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had been paid over to the insurance company in payment of the unpaid 
principal and interest. We see no support in this case for the belief that 
Congress may tax unrealized appreciation in value. The unpaid interest 
was realized by the mortgagee as payment when its own bid price, which 
included accrued interest, was accepted at the foreclosure. 


Tue Horst CASE 


The Horst ** case is also relied upon to show that the unrealized ap- 
preciation in the value of assets may now be constitutionally taxed as 
income.** Although the Treasury relies upon Horst to support its con- 
tention that it may tax unrealized appreciation at the date of gift, it did 
not advance Horst for a similar purpose in the Griffiths * and Strass- 
burger ** cases when it urged the Supreme Court to overrule the Macomber 
principle that there could not be income without realization. 

The facts in the Horst case were that the owner of negotiable bonds 
had detached interest coupons shortly before their due date and had given 
them to his son. The son collected them at maturity and reported the 
amount received as his income. Both the gift and the actual payment of 
interest occurred during the same taxable year of the donor, who was on 
the cash receipts basis. The Court started its opinion by saying that the 
question was “whether the gift, during the donor’s taxable year of interest 
coupons detached from the bonds, delivered to the donee and later in the 
year paid at maturity is the realization of income taxable to the donor,” 
and then answered the question in the affirmative. It clarified the meaning 
of the quoted language by saying later in the opinion: “The question 
here is, whether because one who in fact receives payment for services 
or interest payments is taxable only on his receipt of the payments, he can 
escape tax by giving away his right to income in advance of payment.” 

The question, as stated by the Supreme Court, was whether the donor 
had “realized” income when the interest (admittedly realized income to 
someone) was paid to the donee. Professor Surrey, however, interprets 
the Horst case as meaning that the donor realized income at the time of 
gift but that tax was deferred to the time the interest was paid. He main- 
tains that, under the Horst decision, when a coupon for the year’s interest 
is given away at the beginning of the year, the bond is reduced in value 
by the discounted value of the coupon, and that as the coupon matures the 
value of the bond increases until, when the coupon is paid, the tax is 
actually on the increased value of the bond. Taking as an illustration a 


81 Helvering v. Horst, 311 U.S. 112 (1940). 
82 Surrey, supra note 20, at 791; Bittker, note 12 supra. 
83 Helvering v. Griffiths, 318 U.S. 371 (1943). 

84 Strassburger v. Comm’r, 318 U.S. 604 (1943). 
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$1,000 bond bearing a 3 per cent annual coupon, he says that in the normal 
case the bond would increase in value from $1,000 to $1,030 during the 
year ; but if the coupon is removed from the bond at the beginning of the 
year, the coupon would have a market value of $30, less the discount rate; 
and if the discount rate is 3 per cent, the value of the coupon would be 
$29.10, while the bond would decrease in value from $1,000 to $970.90.** 
He continues : ** 


At the end of the year the coupon would be worth $30 and the bond $1,000. 
The increase in the value of the bond is economic gain to the bondholder. 
How should it be taxed to him? The basis of the bond might be reduced and 
the amount of the gain thus taxed at a much later date. Such postponement 
of tax might be inadvisable; the adjustment in basis, moreover, is hardly 
directed by the statute. Consequently, it becomes necessary to tax the holder 
of the bond on that gain at the time it accrues. This is the method of taxation 
determined upon in the Horst case. Essentially it cuts across the accrual 
method and the cash receipts method, for neither as normally applied under 
the income tax would produce a tax. The accrual method does not reach the 
increase in value of an asset and no cash was received. 


This approach to the meaning of the Horst case results from over- 
looking the fact that the decision was designed solely to frustrate attempts 
at tax avoidance ** by the diversion of income.** The actual economic 


85 Professor Surrey, probably assuming that his principle needed no verification, de- 
ducted $29.10 from $1,000 and arrived at $970.90. But if he had actually computed the 
discount on the $1,000 bond, he would have discovered that the discounted value of $1,000 
is $970, which leaves $.90 unaccounted for, since $29.10 and $970 total $999.10. Had he 
done this, it would have shown him that something was wrong with his theory. 

36 Surrey, supra note 20, at 788. 

37 Cf. Paut, Strupies 1n Taxation 91-92 (1937): “There is another reason why 
generalizations, sufficiently dangerous in connection with other phases of the Federal 
Tax Law, have a special peril in connection with tax avoidance. A great many tax 
avoidance cases have in them no legal message—their difficulty is factual. The decisions 
in such cases do not declare rules of law. Where facts are involved as they are in most 
tax avoidance cases, precise precedents are rarely to be found. Distinctions are almost 
always possible, and in the end the peculiar facts of the case bear the responsibility for 
decision. The distinguishing facts may be inconspicuous, but enough for escape from 
disagreeable precedent. Important distinguishing facts may be lost in the shuffle. 

“There is need to recognize this characteristic of many tax avoidance cases so that we 
avoid the mistake of drawing from any particular case an overload of meaning. It is a 
mistake perhaps greater than the converse error of missing the point of a case. The 
lawyer who misses the point approaches his instant problem with the great advantage of 
knowing nothing as compared with the lawyer who depends upon a meaning the case 
cited does not have. Complete ignorance is better than too little wisdom.” 

See also Lowndes, Current Constitutional Problems in Federal Taxation, 4 Vanp. L. Rev. 
469, 483 (1951): “Many of these [tax avoidance] schemes have been frustrated by the 
courts without explicit legislative assistance, by a flexible definition. . . . In connection with 
the assignment of income from property a fine distinction has developed between an 
assignment of a right to income, which does not shift liability for the tax to the assignee 
[citing Horst], and an assignment of an interest in the property which produces the 
income, which does [citing Blair v. Comm’r, 300 U.S. 5 (1937)]:” See also Morris, 
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and tax effects of the illustration given by Professor Surrey of a $1,000 
bond bearing a 3 per cent annual coupon can be more easily seen if we 
assume that the owner of the bond did not detach the coupon, but that, 
unknown to him, the coupon was lost. At the beginning of the year he 
instructs his broker to sell the bond. Assuming such bonds are selling at 
par, the sale would be made for $1,000. Upon attempting delivery, the 
seller discovers that the coupon for the year’s interest is missing. Under 
Stock Exchange rules, he could not make a good delivery, and would have 
to arrange with the buyer to accept delivery ex coupon and to deduct the 
year’s interest from the $1,000; or, if the buyer insisted on a good 
delivery, the seller would have to go into the market to buy a bond for 
$1,000, unless he could secure a bond with coupon attached from the 
corporate obligor, which would require him to indemnify it for the lost 
coupon. 

If Professor Surrey were correct, the holder of the bond should suffer 
a capital loss of $30 because of decreased value. Instead, what happens 
is that the seller reports the selling price of the bond as $1,000 and takes 
an expense deduction for interest paid of $30—because the market price 
of the bond was par ; the detached coupon (whether detached intentionally 
or lost) merely created an obligation in the seller to indemnify the buyer 
for the missing coupon. Nor could the buyer refuse to report the $30 as 
income and take as his basis for the bond $970, the net amount which he 
paid for the bond. His basis for gain or loss is $1,000, and his interest 
income is $30. He could, of course, insist that the $30 interest be paid 
to him on the due date if prepayment would bring the interest date in an 
earlier year. This would be attended to by the brokers, 


How Lawyers Tu1nxk 105 (1937): “Herein lies one of the weaknesses of ‘dicta,’ the 
danger of taking too much stock in what a court says.” 

88In Comm’r of Corp’ns & Tax’n vy. Williston, 315 Mass. 648 (1944), the Court 
refused to follow the Horst case, although the facts were similar. It said that the statute 
taxed income “received,” and that the taxpayer had not received the income. It dis- 
tinguished the Massachusetts cases which had held that if the income is applied with the 
consent of the taxpayer by the person from whom it is due to the discharge of some 
legal obligation of the taxpayer to a third person, the taxpayer is taxable as having 
constructively received the income. It said that in those cases the taxpayer received an 
economic benefit, but that in the instant case he received no economic benefit, since the 
transfer of the coupon was a mere gratuity. Cf. in this connection Shattuck, Taxation 
on Deflected Income: The Horst and Eubank Cases, 13 Rocky Mr. L. Rev. 220, 225 
(1941): “The weight given to tax evasion possibilities in income deflection schemes may 
well vary as between federal court decisions and the decisions of state courts where the 
income tax rates are of the flat or non-graduated type. Thus the graduated tax rates of 
federal statutes may partially explain the urge to tax income to whom it was originally 
due while in states having flat rates there may be no incentive to tax income to a 
person who has deflected the income when there would be little or no tax advantage from 
such deflection.” 
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The majority opinion in the Horst case, distinguishing cash basis tax- 
payers (who report income when they receive it) from accrual basis tax- 
payers (who report income when they acquire the right to receive it) 
states that “from the beginning the revenue laws have been interpreted as 
defining ‘realization’ [receipt by cash basis taxpayers] as the taxable event 
rather than the acquisition of the right to receive it.” The Court was 
speaking of cash basis taxpayers, who realize income only when they 
receive it, but Professor Surrey applies the word “realization” to both 
cash and accrual basis taxpayers and attributes significance to the fact 
that the reference was to the revenue laws not to the Constitution. If 
the reference had been to the Constitution, that would have meant that 
returning income on the cash basis was a constitutional right. 

In the next paragraph, still speaking of cash basis taxpayers, the Court 
says that the rule that income is not taxed until “realized” [received], 
regardless of the time when the taxpayer acquired the right to it, is 
“founded on administrative convenience.” It is saying that the method 
of accounting, cash basis as compared to accrual, is “founded on adminis- 
trative convenience.” But Professor Surrey again applies the word “reali- 
zation” to both cash and accrual basis taxpayers and interprets the lan- 
guage as meaning that realization of income is no longer a constitutional 
requirement and that the rule of realization laid down in Eisner v. 
Macomber is overruled.” 

He thinks it significant that the minority in the Horst case “has chosen 
to pitch its disagreement on the level of statutory interpretation,” and 
has “not suggested an absence of constitutional authority for the statute 
as interpreted by the majority.” We agree that the attitude of the minority 
in pitching its dissent on the statutory level is significant, but its meaning 
to us is that there was no constitutional question involved. There was 
admittedly realization of income in the constitutional sense (no one dis- 
puted that the interest was income) ; the sole question was to whom the 
income was to be taxed. 

The constitutional doctrine of realization established in the Macomber 
case is that income is “not a gain accruing to capital, not a growth or 
increment of value in the investment”; that, for instance, to be income 
there had to be something “coming in” for the use of the capital (com- 
pensation in the Bruun case). This constitutional limitation should not 
be confused with a rule fixing the time when realization takes place as 
between accrual and cash basis taxpayers, which is governed by the 
statute and the regulations and is founded on administrative convenience.*° 
It is this latter rule of realization that the Court was faced with in the 


39 Surrey, supra note 20, at 791. 
40 Cf. Montgomery, supra note 16, at 55-56: “It is unfortunate that Congress or the 
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Horst case. Was a cash basis taxpayer to be permitted to use a rule of 
administrative convenience (that as to him income is taxed only when 
received) as a means of diverting income which because of his con- 
tinued ownership of the capital was “coming in” to that capital? Neither 
the Government nor the taxpayer had questioned the constitutional doc- 
trine of realization; therefore that question was not before the Court. 

The attitude of the Supreme Court toward any argument that language 
in its Horst opinion eliminated the constitutional requirement of realiza- 
tion (a proposition not argued by counsel and not necessary to the result 
in the Horst case) can be seen from its treatment of other language in 
that opinion, also addressed to another matter not argued by counsel and 
not necessary to the result.** The Court had referred to “non-material satis- 
factions” as an enjoyment of income. The language created much excite- 
ment.*? Two years later, in the Stuart ** case, the Court said: “The ‘non- 
material satisfactions’ (gifts-contributions) are not taxable as income. 
Helvering v. Horst, supra.” 

We can find no support in this case for the doctrine that unrealized 
appreciation is taxable. 


THe Eusank CASE 


Professor Surrey discusses another gift tax case, Helvering v. Eubank,“ 
decided the same day as the Horst case. There a general life insurance 
agent, after the termination of his agency contracts and services as agent, 
made assignments to his wife in, 1924 and 1928 of renewal commissions 
to become payable to him for services which had been rendered in writing 
policies of insurance under two of his agency contracts. Renewal com- 
missions were paid to the wife in 1933. The Court said : “For the reasons 
stated at length in the opinion in the Horst case, we hold that the com- 
missions were taxable as income of the assignor in the year when paid.” 

Professor Surrey says that under the Horst decision “his gift of the 


Treasury permitted the cash basis of reporting to become fixed in our taxing system. 
In the case of wage earners and salaried workers the accrual and the cash basis often 
produce the same result. In many other cases absurd results are reached. The 16th 
Amendment was adopted to permit a tax on net income, not on cash receipts. The cash 
basis should be abandoned, even at this late date, and an attempt should be made to make 
effective a tax based on the annual net income accruing to each taxpayer.” 

41 Pottock, INTRODUCTION AND Notes To Sir HENry Marne’s AncIENT Law 9 (1914): 
“Only the principle is binding, and it must be collected from the decision as a whole, and 
not assumed to be completely expressed by this or that sentence in a reported judgment, 
however carefully framed.” 

42 Compare PAu, FeperAL Estate AND Girt Taxation 84 (1942) with the Suppie- 
MENT 27 n. 15 (1946). 

43 Helvering v. Stuart, 317 U.S. 154 (1942). 

44 311 U.S. 122 (1940). 
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right to the commissions constituted a realization of that gain” and that 
he could have been taxed on the discounted value of the right to commis- 
sions when he made the assignment, but that “presumably” the Court con- 
sidered taxation in one year of all the future payments as too severe, even 
if the tax were based on their present value. He observes that the husband 
was taxed on the full amount of the payments when made, not on the 
discounted value of the commissions when assigned. He terms this result 
a departure from the Court’s “initial theoretical approach” (a gift as a 
realization of income), for, he says, in an economic sense the difference 
between the discounted value of the commissions and the amount actually 
paid was not income of the husband but of the wife. He says that the 
Horst decision offers no indication of how these questions should be an- 
swered, because there the gift and payment were in the same year and 
the discount would have been slight. He considers it unfortunate that the 
Court did not elaborate its opinion in the Eubank case.*° 

To us the very fact that the Court based its Eubank decision on “the 
reasons stated at length in the opinion in the Horst case” indicates that 
the subtle reasoning which Professor Surrey bestowed upon the Eubank 
case in order to fit it into his conclusion that the Court now considers the 
gift itself as effecting a realization of income, is beside the point. To us 
the meaning of the Eubank case is that a cash basis taxpayer, who volun- 
tarily transfers the right to collect earned income as and when it becomes 
payable, is to be taxed at the time of payment as though he himself had 
received payment and had made the transfer at that time. The Horst 
opinion stated that there was no “adequate basis for distinguishing be- 
tween the gift of interest coupons and a gift of salary or commissions.” 

In the Schaffner case, decided four months after Horst and Eubank, 
the beneficiary of a trust assigned to certain of her children specified 
amounts in dollars from the income of the trust for the year following the 
assignment.*® The Commissioner taxed the income to the donor in the 
year of payment. The Court, relying on the Horst and Eubank cases, 
held that the income was taxable to her when paid, saying that she realized 
income when the gift was “effectuated by payment.” This means clearly 
that there was realization of income when payment was made, not when 
the gift was made.** 


45 Surrey, supra note 20, at 789. 

46 Harrison v. Schaffner, 312 U.S. 579 (1941). 

47In Annie A. Colby, 45 B.T.A. 536 (1941), the Commissioner attempted to tax to the 
donor as income at the time of gift the accrued interest on a note she had given away. 
The interest on the note was several years in arrears. None of the interest was paid in 
the year of the gift, but all of it was paid in the two following years. Only the year of 
the gift was before the Court. The donor was on the cash basis. The Tax Court said in 
a decision, which was reviewed by the full bench with one dissent, that since the Supreme 
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The Surrey article based on the Horst case stated: “Income taxation 
of donors at the time of their gift is thus permissible. More important, 
taxation of decedents on any hitherto unrealized appreciation in value of 
the property constituting their estate is entirely proper under the income 
tax, because of the ‘realization’ that occurs at death. Whether donor or 
donee, decedent or legatee, should bear the tax is a question now of policy 
alone, unconfused by supposed constitutional restrictions.” ** This state- 
ment may have impelled the Bureau to attempt taxation of farmers, who 
make a gift of wheat or cattle, on the fair market value of the gift as 
income in the year of gift.*° 


Court in the Horst decision was careful to couple both the gift and the payment, the 
Horst opinion should not be read as if the gift alone were realization. The Commissioner 
acquiesced and has never withdrawn his acquiescence. 1942-2 Cum. Butt. 4, 1942-1 Cum. 
Butt. 21 withdrawn. See also the statement by the Tax Court in Estate of W. G. Farrier, 
15 T.C. 277 (1950): “There has been no sale of the cattle and no income realized 
either by the donor or any one else. The donor simply made a gift of the property itself 
before realization of any income thereon. The income, if there was ever to be any, had 
to await the sale of the cattle.” 

48 Surrey, supra note 20, at 791. The footnote to the language quoted in the text reads: 
“Though the matter is not entirely free from doubt, the present statute will probably not 
be considered as reaching donors or decedents on appreciation in value of the transferred 
assets. The various provisions, except for implications in the basis provisions, do not 
negate the view that income may result to a donor or decedent. The basis provisions 
moreover, taken literally, are inconclusive: the donee’s basis for gain is incompatible 
(except as it may be regarded as an inroad on the exemption of gifts from income) with 
taxation of the donor; the donee’s basis for loss is consistent with realization of a loss by 
the donor, the heir’s basis for gain or loss is consistent with realization of gain or loss 
by the decedent, and in fact would have more meaning if that were so. But the pro- 
vision for the donee’s basis was written on the assumption that the donor could not be, 
and was not, reached by the tax and that belief is probably reflected in many committee 
reports. A more realistic consideration is that the Treasury is not likely to advance the 
contention without prior legislation.” 

The Surrey analysis of the Horst and Bruun cases seems to have affected Bureau 
thinking. In 1948, Seymour N. Mintz, a principal attorney, Office of Chief Counsel, 
wrote: “In the comparatively recent opinion in Helvering v. Horst, . . . the Supreme 
Court discussed realization merely as a doctrine grounded in administrative convenience. 
And in Helvering v. Bruun, when it was administratively convenient to tax the particular 
increment before sale or exchange the Court found that realization need not await sale 
or exchange. . . . These decisions do seem to mean that the concept is acceptable pri- 
marily as an administrative mechanism to simplify assessments and collections of tax upon 
economic gain.” Mintz, Basis Concepts of Taxable Income, Practica ASPECTS oF FED- 
ERAL TAXATION 16 (Part III, Bureau of National Affairs). This is the Surrey doctrine. 
Professor Surrey was with the Treasury when his article, supra note 20, was published. 

49 The Bureau has not been sustained by the lower courts. In Estate of W. G. Farrier, 
15 T.C. 277 (1950), the Tax Court held that a gift of cattle did not result in income to 
the donor. It said that there had been no income realized because there had been no sale. 
It concluded significantly: “For all the evidence shows, or the respondent claims, there 
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In 1948 the Bureau issued an I.T., based on the Horst case, holding 
that a farmer who made a gift of wheat to a recognized charity had to 
return as income the fair market value of the gift at the time of the gift. 
The Bureau said that it would not be proper to allow the taxpayer to 
take a deduction for the expense of producing the income and, without 
reporting the income, to take a deduction for the charitable contribution.” 
Later in the year it issued another I.T. regarding a farmer, a livestock 
raiser, who made a bona fide gift to his son of cattle which the farmer had 
raised primarily for sale and which had a fair market value of $1,500 at 
the time of the gift. The son sold the cattle about eight months later for 
$2,100. The I.T. held that the fair market value at the date of gift was 
includible in the father’s gross income in the year of the gift and that 
$600, the excess of the selling price over the fair market value at the time 
of the gift, was income to the son. This ruling said additionally that the 
farmer had deducted the expense of raising the cattle and that the basis 
of the cattle in his hands was consequently zero. It said: “Inasmuch as 
the father made a valid gift of cattle . . . the father realized income by 
such disposition.” ** 

The rulings were interesting for more than one reason. In the first 
place, they taxed the farmer at the time of the gift on the authority of the 
Horst case.°* But the Horst case did not so hold; on the contrary, it held 
that income was to be taxed to a cash basis taxpayer at the time it was 
paid. The Bureau is thus following the interpretation of the Horst case 
set forth in the Surrey article, which was that the unrealized appreciation 
in value may be taxed as income to the donor at the time of the gift. 


was no contract for sale of the cattle or thought of their sale at the time the gift was 
made. There was, in the gift, no element of an assignment of earned income.” In White v. 
Brodrick, 104 F.Supp. 213 (D. Kan. 1952), the District Court of Kansas held, with- 
out opinion, that a cash basis farmer did not realize income by a gift of wheat to a recog- 
nized charity. The facts were that in 1947 the plaintiff donated for relief purposes wheat 
planted in 1946 and harvested in 1947. At the time of the donation the fair market value 
of the wheat was $19,150.67. He did not include this amount in gross income. He reported 
an adjusted gross income of $30,830.59 and a different charitable contribution of $3,357.80. 
The Commissioner increased plaintiff’s gross income by the $19,150.67 contribution and 
allowed an additional charitable deduction of $4,083.69, for a total of $7,441.49, or 15 per 
cent of the adjusted gross income. The Commissioner determined a deficiency of $9,037.43 
against the taxpayer. 

50]7,T. 3910, 1948-1 Cum. Butt, 15. 

51].T. 3932, 1948-2 Cum. BuLt. 7. 

52 Professor Bittker says, infra note 60, at 1377, that Mr. Miller’s criticism of the 
ruling as treating the gift as the taxable event, whereas the Horst case treated the 
donee’s receipt of funds as the taxable event, can easily be met by taxing the farmer on 
the fair market value of the crop when it is sold or otherwise disposed ot by the charity. 
But since the charity received nothing because it distributed the wheat for relief purposes, 
what would be taxable to the farmer? 
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On their facts the rulings applied only to cash basis farmers,”* but, in 
concluding that it would be improper to permit a farmer to deduct the 
cost of producing the commodity without reporting the income from it 
at the time of gift, they made no distinction between cash basis farmers 
and accrual basis farmers. 

There is partial justification for the rulings as applied to cash basis 
farmers. A cash basis farmer takes a deduction for the expenses of raising 
a crop and does not report income until the crop is sold and he receives 
payment. Therefore, if he gives away part of his crop, some adjustment 
must be made for the expenses he has deducted in raising the products he 
has given away. Even as to him, however, the adjustment should be no 
greater than the amount deducted by him to produce the products given 
as a gift. 

An accrual basis farmer, on the other hand, must include the crop in 
inventory when he harvests it or, if he is raising cattle, when a calf is 
dropped.** But since the accounting period in a year, the accrual basis 
farmer first notes the inventory value of these accretions in his books at 
the end of the year. Should the accounting period be terminated, however, 
before the end of the year, e.g., by death, the wheat or cattle would be 
included in inventory to determine the profit or loss for the final return 
of the farmer.” 


58 The rulings stated that the basis to the farmers of the farm products was zero. 
Only a cash basis farmer has a zero basis for farm products raised primarily for sale, 
whether wheat or cattle. 

54 The value at which he includes the crop in inventory depends upon which of the four 
available methods he uses. Inventories are usually valued at cost, or cost or market, 
whichever is lower, but because of the difficulty of ascertaining actual cost of livestock 
and other farm products, farmers who render their returns upon an inventory basis may 
value their inventories according to the “farm-price method,” and farmers raising live- 
stock may value their inventories of animals according to either the “farm-price method” 
or the “unit-livestock-price method.” The “farm-price method” provides for the valua- 
tion of inventories at market price less direct cost of disposition. The “unit-livestock-price 
method” provides for the valuation of the different classes of animals in the inventory at 
a standard unit price for each animal within a class. Reg. 111, Sec. 29.22(c)-6. 

55 This is not true of the cash basis farmer, since he realizes income only when the 
wheat or cattle are sold. In Estate of Tom L. Burnett, 2 T.C. 897 (1943) Acq., 1944 
Cum. Butt. 34 (reviewed by the full bench, no dissents), at the date of death of the 
decedent, a cash basis farmer, the cattle and foodstuffs on hand which had not been 
reported as income amounted to approximately $160,000. Since the year of death was 
governed by the Revenue Act of 1938, which required a cash basis taxpayer to include in 
his final return all unreported income, the Commissioner included the $160,000 in the 
final return of the decedent. The Tax Court reversed his determination, saying that since 
the decedent was on the cash basis, he did not use inventories, and that the mere owner- 
ship of property was not income. Here too, as in the rulings, the farmer deducted all the 
expenses of production. The property took as its basis the fair market value at death 
under section 113(a) (5), and therefore when the cattle and feed were sold the $160,000 
escaped income tax. 
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An accrual basis taxpayer who makes a gift reduces the current cost 
of sales by the cost of the commodity given away, if it is lower than the 
fair market value (which it usually is) and charges himself with the cost 
of the gift if the gift is personal. If the gift is to charity, he will follow 
the same procedure, except that the debit will be to Charitable Donations 
instead of to his own account. However, on his income tax return he will 
take a deduction for the greater amount of the fair market value of the 
gift. By making the credit to cost of sales, he prevents the cost of the 
gift from reducing the earnings of the business. Therefore, as regards 
an accrual basis taxpayer, the statement in the rulings that it would be 
improper to permit the farmer to take a deduction for the cost of pro- 
ducing the gift without reporting the income is incorrect. 

On the other hand, the Bureau is taxing as income not the cost of pro- 
duction but the fair market value of the products. The Bureau, judging 
by the cases it is litigating, would compel only cash basis farmers to include 
in income the fair market value of the gift.°’ That may be because as to 
them it is in an advantageous position. They have taken as deductions 
the cost of producing the commodities which they are giving to charity 
or to others, and then if they make gifts to their sons they are making 
the gifts largely at the Government’s expense. If a cash basis farmer 
makes a gift to charity, he not only has a deduction for the cost of pro- 
duction, he gets an additional deduction for the fair market value of the 
gift. 

But if the Bureau wins in the courts on the issue of cash basis farmers, 
the same principle will apply to accrual basis farmers, since the gravamen 
of tax liability will be that a transfer by gift of appreciated property re- 
sults in income to the donor. If such is the law as to accrual basis farmers, 
there seems to be no escape from the conclusion that it applies to all accrual 
basis taxpayers respecting property which they hold primarily for sale 
in the ordinary course of business. Once we have that rule, it is very 


56 In Austin B. Wood, P-H T.C. Mem. Dec. 150,048, aff’d, P—H {72,508 (5th Cir. 1952), 
a dealer in securities inventoried the securities at cost. He transferred some stock to his 
wife. It was held that he must reduce his inventory cost by the cost of the shares of stock 
transferred and increase his income by the same amount. This decision, which the 
Government won, is contrary to the position set forth in the special ruling, 525 CCH 
96125, note 8 supra, that the gift by a supplier of building materials to an organization 
contributions to which are deductible under section 23(0), required him to include in 
gross income the fair market value of the gift. Cf. Paut, TAXATION FOR PROSPERITY 
280 (1947): “The Treasury ... is a vast, decentralized organization. . . . It is natural 
that uniformity should be less than complete. Sometimes an ardent advocate, desirous of 
winning his particular case, pressed too far—farther than was discreet—and sometimes 
he won when from the general standpoint he might more wisely have lost, so that the 
Treasury had to ask Congress to undo the work of its advocates in court.” 

57 Supra note 49, 











190 TAX LAW REVIEW [ Vol. 8: 


doubtful whether investors will be able to exclude the application of the 
rule to gifts of investments they make to their families, for the rule will 
be that a transfer of appreciated property by gift results in the realization 
of income by the donor. It cannot be said that the farmer who makes a 
bona fide gift of cattle to his son with the purpose of aiding the son to 
establish a breeding herd is using the son as a means of selling his products ; 
but if the farmer may be taxed, the same principle will apply to investors 
in securities and other capital assets. 

Mr. Robert N. Miller,°* Dean Griswold,®® Professor Bittker,®°° and 
Dean Griswold again,” have written on the rulings. Each of them dis- 
agrees with the others, and we disagree, at least in part, with all of them. 
In this article we shall not repeat their points of mutual disagreement but 
shall limit our comments to what we can offer. 


Basis SecTION Not A BAR TO THE RULINGS 


Mr. Miller states that the Bureau conclusion that the father realized 
income by the gift to the son cannot be reached without violating the 
previously well settled proposition that giving property away is not an 
income-realizing act; ° that the Bureau ruling that the basis to the son 
was the fair market value of the gift is in direct conflict with section 113 
(a)(2), which provides that the basis to the donee shall be the basis in 
the hands of the donor for the purpose of determining gain; ® that the 
Horst case does not support the rulings; ** and that the rulings are an 
invasion of the prerogatives of Congress. 

Dean Griswold, answering Mr. Miller, asserts his belief that the reali- 
zation of income is no longer a constitutional requirement and that the 
Treasury rulings are correct, but he does not discuss section 113(a) (2). 
Professor Bittker, who agrees with Dean Griswold that there is no con- 
stitutional requirement of realization, says: “Much could be said for 
taxing any appreciation in the value of property when he disposes of it 
by either inter vivos or testamentary gifts.” Agreeing with Mr. Miller, 
however, he states: “Congress has chosen another course of action, and 


58 Miller, Gifts of Income and of Property: What the Horst Case Decides, 5 Tax L. 
Rev. 1 (1949). 

59 Griswold, Charitable Gifts of Income and the Internal Revenue Code, 65 Harv. L. 
Rev. 84 (1951). 

60 Bittker, Charitable Gifts of Income and the Internal Revenue Code: Another View, 
65 Harv. L. Rev. 1375 (1952). 
61 Griswold, Jn Brief Reply, 65 Harv. L. Rev. 1389 (1952). 
62 Miller, supra note 58, at 2. 
63 Jd. at 3. 
64 Jd. at 5. 
65 Jd. at 13. 








16 


th 
re 


hi 








1953] REALIZATION 191 


the Code now provides by section 113(a)(2) that the donor does not 
realize income by an inter vivos gift and that his donee shall take over 
his donor’s basis.’ * 

As shown above, we disagree with Dean Griswold and Professor 
Bittker’s inference that there is no longer a constitutional requirement of 
realization, and we agree with Mr. Miller that the Horst case does not 
support the rulings. We do not believe that the Bureau will succeed in 
taxing the fair market value of the gifts to farmers, but fairness to the 
Bureau compels us to disagree with Mr. Miller’s belief that the Bureau 
is invading the province of Congress when it seeks a determination that 
the appreciation in a gift is taxable to the donor at the time of the gift. 
It is hornbook tax law that Congress in enacting section 22(a) (2) sought 
to exert its power to tax income to the utmost of its constitutional power.” 
Professor Surrey, Dean Griswold, and others believe that the rulings are 
correct ; in fact, the Surrey article preceded the rulings by several years. 

The Bureau is therefore justified in seeking to learn from the Supreme 
Court whether the appreciation in property transferred as a gift is taxable 
to the donor at the time of the gift. The fact that section 113(a) (2) 
declares that a donee shall have the same basis as the donor does not mean 
that the Bureau is flouting a Congressional mandate that the appreciation 
in gifts shall be exempt from tax. When that statute was passed, its 
purpose was to prevent the tax avoidance which was available, because at 
that time a donee took the fair market value of the gift as his basis. Under 
the previous law, men with appreciated securities would give them to mem- 
bers of their families, who in turn could sell them without paying any 
tax. Closing this avenue of avoidance by requiring the donee to take the 
same basis as the donor did not mean that Congress meant to exclude the 
appreciation from the donor’s income if it was constitutionally taxable. 
Congress simply did not give the matter any thought ; the Committee Re- 
ports on the Revenue Act of 1921, which first enacted the equivalent of 
section 113(a) (2), show no deliberation on that point. 

If the Supreme Court should determine that the appreciation in gifts 
is constitutionally taxable, and that it is taxable under section 22(a), it 
can also decide that section 113(a) (2) was enacted by Congress in the 


66 Bittker, supra note 60, at 1385. At 1380 he states his belief that Congress may tax 
annually the unrealized appreciation in value during the year. 

67 Helvering v. Stuart, 317 U.S. 154, 169 (1942) : “Section 22(a) we have said indicated 
the intention of Congress to use its constitutional powers of income taxation to their 
‘full measure’ [citing cases].” 

68 1939-1 Cum. Buti. (Part II) 175, 178. Cf. Surrey, supra note 20, at 791 n.35: 
“The provision for the donee’s basis was written on the assumption that the donor could 
not be, and was not, reached by the tax and that belief is probably [sic] reflected in many 
committee reports.” 
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belief that the appreciation in gifts was not constitutionally taxable to 
the donor, and that it was obviously intended to apply only on that sup- 
position. Or by the kind of tour de force common to courts which wish 
to reach a desired result, the Court can blandly say that basis includes 
whatever gain the donor had to report as income realized by the gift, since 
otherwise there would be double taxation. 


INVENTORY (INCLUDING Harvest) As INCOME 


Although Dean Griswold believes that realization is no longer a con- 
stitutional requirement, he seeks to show that, even if it were, the farmer 
has realized income by the gift. He states (1) that the wheat appears to 
be “the clearest sort of income and to have been fully realized when it 
is harvested,” but (2) that ordinarily a farmer is not deemed to have 
realized income until he has sold his crop and been paid because until then 
he does not have the cash with which to pay the tax.® He argues that if 
by giving away the income already realized through harvesting, the farmer 
“frustrates the objective of the concession,” he should be compelled to 
include in income the amount already realized.*® He also maintains (3) 
that a gift of wheat, which he terms an “income item,” is different from 
a gift of appreciated securities, because in the gift of wheat “there is no 
capital whatever involved”; ** in fact, he thinks all inventory “is wholly 


69 Another reason, he says, for not taxing the farmer until then is that “difficult ques- 
tions of valuation are avoided.” It would, he says, otherwise be necessary to determine 
the value of the crop when it was harvested and to make “a further adjustment” by way 
of increase or decrease of income at the time the crop was sold. He does not think that 
that would present a serious difficulty if the crop were harvested and sold in the same 
year, but if the crop were not sold in the year of harvest “it would be awkward, to say 
the least, in many cases.” Consequently, it has long been the law, he says, that a farmer 
does not report as income the value of a crop until he has sold it and been paid. Griswold, 
supra note 59, at 87. Obviously, the fact that more than half the large farmers, infra 
note 78, and 75 per cent of the cattle raisers, infra note 80, use the accrual method shows 
that the difficulty does not exist. Moreover, the inventory is not valued at the time of 
harvest for tax purposes; it is valued at the end of the farmer’s taxable year, whatever 
that month may be. No possible difficulty can arise if the crop is not sold in the year of 
harvest. The inventory value at the end of the year of harvest would be the basis for 
determining gain or loss the following year; the procedure is the same as that followed 
by a manufacturer. 

70 Griswold, supra note 59, at 87-88. He also says that a lawyer paid his fee in wheat 
could not plausibly contend that he has not realized income and, by the same principle, 
a farmer who harvests his wheat realizes income. The difference between the two situa- 
tions lies in the fact that the lawyer has been paid, although in a commodity. Until the 
farmer sells his wheat, it cannot be said that he has realized income. See also GriswoLp, 
CASES ON FEDERAL TAXATION 209 (3d ed. 1950). 

71 Griswold, supra note 61, at 1390, supra note 59, at 92. Dean Griswold is under the 
misapprehension, as his article, supra note 59, shows more clearly than his later one, 
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99 72 


separated from the capital which produced it. 

We disagree with all three of Dean Griswold’s propositions. We dis- 
agree with proposition (1), because under the Macomber doctrine, which 
Dean Griswold claims to be applying, no producer of commodities, whether 
manufacturer or farmer, realizes income until he has sold his product. 
Before sale, any excess of fair market value over cost is unrealized ap- 
preciation, and hence not taxable as income. Dean Griswold also thinks 
that the inventory items of a manufacturer may be income, although he 
says that “‘it is not too easy to say that the income from their manufacture 
has been ‘realized’ while they are still held, or when they are given 
away.” ** However, we believe that conceptually the product of the farmer 
is no different from that of the manufacturer, and if wheat were clearly 
realized income the inventory items of a manufacturer also would be. 
Neither the harvest of a farmer nor the inventory of a manufacturer is 
income in the sense that a coupon is income; hence the Horst doctrine 
does not apply to them. Mere ownership of the bond produced the income 
in the Horst case; in fact, if in order to defer tax the coupon had not 
been presented when it matured, there still would have been constructive 
receipt by the donor on the maturity of the coupon. In the case of wheat 
or cattle given as a gift, as the Tax Court pointed out in the Farrier ™ 
and Burnett * cases, there is no income to anyone until the product is 
sold. Dean Griswold also says that when wheat has been harvested it has 
been “separated” from capital and hence is income, but that the farmer 
is not taxed at that time “because it is inconvenient to do so.” It is for a 
similar reason, he continues, that “a dividend is taxable when paid but 
not before.’ ** On the contrary, under the Macomber doctrine, wheat is 
not income until it is sold, whereas a dividend is conceptually income to 
the accrual basis taxpayer when he becomes entitled to it, but for adminis- 
trative reasons he is required to report the dividend when he receives it.” 

Proposition (2) is a statement that all farmers are on the cash basis, 
which is incorrect. More than 50 per cent of the large farmers * (the 
ones who are making the substantial gifts complained of)*® and 75 per 


supra note 61, that an accrual basis manufacturer who makes a gift of inventory to 
charity gets a double deduction: one for the cost of producing the inventory donated, and 
auwother for the fair market value of the donated inventory. 

72 Griswold, supra note 61, at 1389. 

78 Griswold, supra note 59, at 88. 

74 Supra notes 47, 49. 

75 Supra note 55. 

76 Griswold, supra note 61, at 1390. 

77 Tar Products Corporation v. Comm’r, 130 F.2d 866 (3d Cir. 1942). 

78 Miller, Current Tax Problems of Farmers, 3 Arx. L. Rev. 316 (1949). 

79 Miller, supra note 58, at 11 n. 24. 
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cent of all farmers who are livestock breeders *° are on the accrual basis.*’ 

We disagree with proposition (3), because by the very nature of the 
accrual method, there is capital involved in the inventory of every accrual 
method taxpayer, whether farmer, manufacturer, or merchant. This will 
be brought out in the discussion that follows on inventory. 

The accrual basis use of inventory is apparently a confusing one. Thirty 
years ago an able attorney discussing the effect of the realization doctrine 
of Eisner v. Macomber stated that since inventory was not a realization 
of income, for the Bureau to require taxpayers to use the inventory method 
was, in effect, to tax the inventory.** This, he said, was a tax on unrealized 
appreciation. Dean Griswold, on the other hand, since he believes that 
the harvest is a realization of income under the Macomber doctrine, does 
not believe that the tax is on unrealized appreciation. Actually, the income 
element of harvested wheat, as of all inventory, is not required to be in- 
cluded in gross income. To take the simplest illustration: X manufactures 
100 items at a cost to him of $2 each. He sells 50 of them at $4 each. 
His sales are $200; his costs are $200; but he still has 50 items on hand. 
He must reduce his cost of goods sold by the closing inventory of 50 items 
at $2 each, or $100, to arrive at his true cost of doing business. If the 
market price of these 50 items should have dropped to $1.90 each, he is 
permitted to value the inventory at the lower figure of $95, thus increasing 
the cost of goods sold by the loss caused by the drop in market price of 
the remaining inventory. But if the market price should rise to $2.10, 
he still uses cost in valuing the inventory and does not report as income 
any unrealized appreciation in unsold inventory. Unless the use of inven- 
tory for tax computations is thoroughly understood as being a method of 
determining actual costs of merchandise sold, misconceptions will arise 
as to when realization occurs for an accrual basis taxpayer. A person 
using an inventory is required to be on the accrual basis and to report his 
sale when made, not when the payment is received.** Therefore, as to 
him realization occurs at the time of sale. The farmer who uses the 
accrual method is not excepted from the rule that a person who uses an 
inventory realizes income at the time of sale; the one exception is the 
cash basis farmer. He realizes income only when paid. 


80 Letter of Secretary of the Treasury Snyder, dated June 27, 1952, to Senator George, 
525 CCH 6239. 

81 Professor Bittker, like Dean Griswold, believes that all farmers are on the cash basis. 
This is odd, since Form 1040F, to which he refers as disallowing as a deduction cost of 
farm products consumed by a farmer or his family, clearly shows that farmers use the 
accrual basis also. 

82 Seligman, Implications and Effects of the Stock Dividend Decision, 21 Cor. L. Rev. 
313 (1921). 

83 Reg. 111, Sec. 29.22(c)-1. 
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A farmer, since he produces merchandise for sale, should normally be 
required to use the accrual basis and should be required to accumulate all 
costs of producing his finished product, as is the manufacturer. The 
closing inventory is the accumulation account of costs of producing a 
finished product. But the farmer is permitted by the Treasury to deduct 
all costs of production, whether for seed, or labor, or machine hire, or 
breeding fees, to name some of them.** If he is on the cash basis,** he does 
not return any of these costs to income until the finished product is sold 
and he is paid.*® Since he has deducted all his costs, he has no basis for 
gain or loss and his entire receipts are income. If he is on the accrual basis 
and uses for his inventory method cost or cost or market, whichever is 
lower *” (the discussion here is limited to those farmers whose method of 
inventory is analogous to that of manufacturers), at the time of harvest- 
ing he is placed in the same position as any other manufacturer. He must 
account to the Government for the costs which he deducted earlier while 
acquiring the finished product. The reason for permitting even the accrual 
basis farmer to be placed in this preferred position of deducting costs 
when incurred, even though incurred to acquire an inventory, is that, 
unlike the manufacturer, whose goods in process are aiways in a tangible 
and appraisable state, the farmer, who expends money and effort in plant- 
ing his seed, has nothing but a hope until he harvests his crop. In his 
closing inventory for the year of harvest, the farmer who uses the cost 
method includes the costs deducted to produce so much of the crop as has 
not been sold. The treatment is the same, whether the finished product 
is a calf or wheat. 

To summarize, for neither the manufacturer nor the accrual basis farmer 
who uses the cost method, or cost or market, whichever is lower, is a clos- 
ing inventory a realization of income. Inventory, an asset, is the amount 
by which Cost of Goods Sold is reduced, so that only the cost of goods 
actually sold will be deducted from Gross Receipts to arrive at Gross In- 
come. Being an asset with a basis, it is not an item in which, as Dean 
Griswold believes, “there is no capital involved.” 


ProposeD SOLUTIONS FOR GiFTs By CasH Basis FARMERS 


Obviously, a cash basis farmer should not be permitted to make a gift 
to a son of cattle he has raised without making an adjustment for the 
amounts he has deducted as the expense of production, nor should he get 


84 Reg. 111, Sec. 29.23(a)-11. 

85 He is given the privilege by Reg. 111, Sec. 29.22(c)-6. 

86 Reg. 111, Sec. 29.22(a)-7. 

87 If he uses cost or market, whichever is lower, his inventory loss is reflected in the 
return for the year of the loss. 
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a deduction for the cost of producing wheat and another deduction for 
the fair market value of the crop if he makes a gift to charity.** Mr Miller 
states that apparently the Income Tax Unit would not have issued the 
rulings but for certain instances in which farmers made charitable gifts 
of large quantities of farm products because “a farmer having substantial 
income from other sources may get a very considerable tax advantage by 
a gift of farm products having a zero basis.” * 

Professor Bittker disapproves of the farmer’s getting a deduction for 
the expense of raising a crop which he gives to charity and another de- 
duction for the gift to charity. His solution is to disallow the expense of 
raising the crop by opening up the prior years’ returns. He does not be- 
lieve that legislation would be necessary, even if the intent to make the 
gift arose in a later year, his argument being that the expense of raising 
a crop that is not sold is simply not an ordinary and necessary expense of 
carrying on business.*° This, he says, will accord the farmer the same 
privilege now enjoyed by the investor of deducting the full value as a 
charitable deduction without recognizing the appreciation as income. He 
does not extend the same principle to non-charitable gifts, since there is 
no double deduction in such gifts, and, moreover, the donee under section 
113(a)(2) takes over the donor’s basis.** 

Professor Bittker’s solution for charitable gifts is nullified by the well 
settled rule that a tax return for a previous year may not be reopened to 
reflect a subsequent fact.°? Moreover, if his solution were valid as to 
charitable gifts, it should be extended to non-charitable gifts, for a rancher 
may make substantial gifts of cattle to his children to enable them to build 
up herds of their own. The father, who is in the high brackets, will take 


88 Mr. Miller, supra note 58, states at 1, that he does not see how the fact that the cost 
of producing the commodity has been deducted by the farmer helps the Treasury’s 
position, since the expense of “maintaining and protecting” property does not affect the 
profit realized on the sale or exchange of property, which depends upon the excess of 
value over basis. But Mr. Miller and the Treasury are discussing two different things. 
The Treasury is discussing the cost of producing the commodity; Mr. Miller is discussing 
the expense of “maintaining and protecting” the commodity after it has been produced. 
For example, under Reg. 111, Sec. 29.22(c)-3, an automobile manufacturer includes as 
part of the cost of production the expense of “maintaining and protecting” an automobile 
in the process of manufacture. Once the automobile has been completed, however, the 
amount spent in “maintaining and protecting” it is a deductible expense, and does not 
affect the cost of production, which is the basis for determining gain or loss. 

89 Miller, supra note 58, at 11. He gets the tax advantage even if he has no income 
other than farm income. 

90 Bittker, supra note 60, at 1382-3. 

917d. at 1388. 

92 United States v. Ellis R. Lewis, 340 U.S. 590 (1951); Burnet v. Sanford & Brooks 
Co., 282 U.S. 359 (1931) ; Arrowsmith (Estate of Frederick R. Bauer) v. Comm’r, 21 
U. S. L. Weex 4010 (Nov. 10, 1952). 
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as a deduction the expense of raising the cattle. Since the children will 
not sell them until they have ceased to be breeders, when their value will 
be considerably less, the Government under Professor Bittker’s solution 
would lose revenue to which it is entitled. Even if the children sold the 
cattle at the value at the time of gift, there would still be a benefit because 
the high-bracket father had deducted the expense of raising the cattle. 

Our solution is to require the farmer to return to income in the year 
of gift the amounts deducted to produce the gift. This will put the cash 
basis farmer in the same position which the accrual basis farmer already 
occupies. 

We believe that the courts will hold that a cash basis farmer who makes 
a gift of farm products, whether to charity or to a child, must return to 
income in the year of the gift the amounts deducted in previous years as 
the cost of production. The fact that until sale he is permitted to delay 
returning to income the recovery of the cost of production through harvest 
does not mean that if he otherwise disposes of the wheat he may do so 
at the Government’s expense. It is elementary that if a taxpayer recovers 
an amount for which he has taken a tax benefit deduction in a previous 
year he must return the amount to income in the year of recovery.” It is 
also well settled that double deductions will not be permitted.** A close 
analogy to a cash basis farmer’s deducting the expense of raising farm 
products one year which he gives away the following year can be found 
in the case of a lessor who leases parcels to different lessees for oil and 
gas operations, receiving, in addition to the usual royalties, a cash bonus 
on each lease. He deducts depletion on the cash bonus when received. As 
to leases surrendered in following years without having been worked, the 
courts have held that he must return to income in the year of the surrender 
the amounts deducted as depletion in the year the cash bonus was received.” 


Tue RULINGS AS A TAX ON UNREALIZED APPRECIATION 


Professor Bittker objects to the ruling that gifts of farm products to 
charities result in income to the donor because the ruling treats philan- 
thropic farmers differently from the way the Treasury treats philanthropic 
investors.*° 

But if we are right in suspecting that the Treasury proposes ultimately 
to tax appreciation in all gifts as income to the donors, it is moving in the 


93 MERTENS, LAW oF FEDERAL INcoME Taxation §5.15 (1942). 

94 McLaughlin v. Pacific Lumber Co., 293 U.S. 351 (1934) ; Ilfeld Co. v. Hernandez, 
292 U.S. 62 (1934) ; United States v. Ludey, 274 U.S. 295 (1927) ; Edward Katzinger v. 
Comm’r, 129 F.2d 74 (7th Cir. 1942) ; Reg. 111, Sec. 29.23(a)-1. 

95 Sneed v. Comm’r, 119 F.2d 767 (5th Cir. 1941); see also Lamont v. Comm’r, 120 
F.2d 996 (8th Cir. 1941). 

96 Bittker, supra note 60, at 1377. 
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most skillful way possible. For example, let us take as an illustration a 
cash basis farmer who has harvested wheat which he can sell for an 
amount which, added to his other income from all sources, will make his 
surtax net income for the year $60,000. He is single and has no de- 
pendents. His tax at 1952 rates would be $36,616, and he would have 
$23,384 left after tax. If believing that it is blessed to give, he gives 
$10,000 worth of wheat to charity and sells the remainder, his surtax net 
income would be $40,000 ($50,000 received, less the $10,000 charitable 
deduction ), on which his tax would be $21,536, and he would have $28,464 
left after taxes, or $5,080 more than if he had not made the gift to charity. 
For him it is indeed blessed to give. Because of the lower tax on capital 
gains, the philanthropic investor receives no comparable advantage; nor 
has he taken the purchase price of the securities as a deduction. 

The position taken in the I.T. on the gift of wheat to charity has the 
net effect of allowing a cash basis farmer to take as a charitable deduction 
only the amount already deducted to produce the gift. The inclusion in 
income of the fair market value of the charitable contribution cancels the 
charitable deduction of the fair market value, leaving as a net deduction 
only the expense of production, most of which may have been deducted in 
a previous year. 

The Treasury in the other I.T. required a farmer who made a gift of 
cattle to a son to include their fair market value in income. This clearly 
is an attempt to tax to the donor at the time of gift the unrealized apprecia- 
tion in the donated asset, the unrealized appreciation being the excess of 
fair market value over the cost of production. 

On October 8, 1951, in answer to an inquiry whether and to what extent 
the value of building material donated by a supplier to a county civil 
defense organization was deductible, a letter ruling was issued, signed by 
Deputy Commissioner McLarney.** The special ruling answered that the 
contribution to the particular defense organization was deductible, and that 
the value to be deducted was the price at which the supplier would sell the 
materials, whether wholesale or retail. But the letter then ruled on a 
question which had not been put to the Bureau. It stated that it was the 
Bureau’s position that “if property contributed to an organization which 
qualifies under section 23(0) or (q) is of a kind which would properly 
be includible in the inventory of the taxpayer if on hand at the close of 
the taxable year, or property held by a taxpayer primarily for sale to 
customers in the ordinary course of his trade or business,” the value at 
the time of the contribution would be includible in the donor’s gross 
income. 


97525 CCH {6125. 
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The special ruling pointed out that a contrary conclusion had been 
reached by the Tax Court in the Farrier ** case, but said that the Bureau 
adhered to its position. The special ruling went on to state: “The cost of 
the donated building materials will presumably have been included in the 
cost of goods sold.” The quoted language and the reference to property 
includible in inventory apply only to accrual basis taxpayers. 

The position taken in the letter ruling is, in net effect, that an accrual 
basis taxpayer who makes a charitable gift of inventory is to get as a 
deduction only the cost of the inventory. This, as was shown, is the result 
achieved in the I.T. on contributions to charity by cash basis farmers. 

This letter ruling indicates sentiment in the Bureau that the principle 
of the I.T.’s, which were limited by their facts to cash basis taxpayers 
(although they did not expressly say so), has been extended to all accrual 
basis taxpayers. 

The ruling does much more than tax appreciation on property, for 
it is not confined to property which has appreciated. If a wholesale 
supplier of building materials orders material from a manufacturer to 
be shipped direct to a charity as a contribution by him, can it be said that 
his property has appreciated in value while he held it? Yet under this 
letter ruling the supplier is supposed to include in gross income the price 
which he would receive for the property if he were selling it. The state- 
ment in the ruling that the cost of the donated building materials will 
have been included in the cost of goods sold is of no help to the taxpayer. 
He is being taxed on the difference between selling price and cost. Under 
this ruling, if the dealer contributed the building materials to a son who 
was erecting a house, the difference between cost to him and what he 
would charge for the building materials if he were selling them would be 
taxable to him as income. 

What if the charitable contributions of the dealer were so large that 
he had exceeded the deduction allowed for charitable contributions, as in 
the David C. White case? *® Under this ruling he is supposed to pay an 
income tax on the difference between the price at which he bought the 
material and the price at which he might sell it in the ordinary course of 
business. 

The I.T. on charitable contributions applied to cash basis farmers who 
were taking two deductions, one for the cost of producing the commodity 
and another for the fair market value of the contribution. The letter 
ruling extends the principle to accrual basis taxpayers who get one de- 
duction only, the charitable deduction; and it declares that they should 


98 Supra note 49. 
99 Jd. 
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include in gross income the price at which they themselves would sell the 
material. 

Although the language of the letter ruling does not include capital 
assets, the same principle would necessarily apply to them. The principle 
is that a gift is a realization of income. There seems to be no basis for 
limiting the principle to non-capital assets. 

The inclusion in income of the fair market value of a gift of wheat, 
cattle, or building materials, whether to charity or to a son, is a tax on 
unrealized appreciation to the extent that fair market value exceeds cost; 
unrealized appreciation not being income, the Bureau cannot constitu- 
tionally tax it as income. On the other hand, we do believe, as earlier 
stated, that the Government can compel the taxpayer to return to income 
in the year of the gift the amounts deducted as the expense of production. 


STATUTES TAXING APPRECIATION IN GIFTS AND BEQUESTS AS INCOME 


We believe that if Congress were to enact a statute taxing to the donor 
the appreciation in value of a gift, the Supreme Court would uphold the 
tax. Such a tax would be upheld, even though the appreciation was un- 
realized, as a necessary incident to the proper exercise of the Congressional 
power to tax income and prevent avoidance.*” 

It does not necessarily follow, however, that an income tax statute in- 
cluding in the final return of a decedent the appreciation in value during 
his lifetime of assets he held at his death would be constitutional; such 
a statute, unlike the one taxing-appreciation in gifts, is not necessary for 
the protection of the revenue, since men do not die in order to reduce their 
income taxes. We do not believe that the Court would consider as sufficient 
the fact that men may while living deliberately refrain from selling ap- 
preciated securities. What Congress could do, if it wished, would be to 
amend section 113(a)(5), which provides that the basis of assets a de- 
cedent leaves shall be their fair market value at the time of death, so as 
to read that the basis to his successor shall be the same as it was to him. 
When Congress was considering the Revenue Act of 1942, it rejected a 
Treasury proposal to this effect. 


100 Cf, Helvering v. City Bank Farmers Trust Co., 296 U.S. 85, 90 (1935): “Congress 
may adopt a measure reasonably calculated to prevent avoidance of a tax. The test of 
validity in respect of due process of law is whether the means adopted is appropriate to 
the end. A legislative declaration that a status of the taxpayer’s creation shall, in the 
application of the tax, be deemed the equivalent of another status falling normally within 
the scope of the taxing power, if reasonably requisite to prevent evasion, does not take 
property without due process. .. . 

“In the instances cited the power to levy an excise upon the testamentary transfer or 
to tax income was conceded. To effectuate the exercise of this admitted power and to 
prevent evasion Congress was held to have acted reasonably in including within the 
sweep of the statute a status or an act not normally within its reach.” 








The Taxation Of A Decedent’s Income 


JOHN W. DRYE, JR. 


Sixce the first taxation of income by the Federal Government, three 
different approaches have been made to the problem of reaching a de- 
cedent’s income. The first two have been abandoned as unfair to the 
Government or the taxpayers, and the third has been in existence for ten 
years without a complete clarification of its scope. 


History oF LEGISLATION 


Prior to the effective date of the Revenue Act of 1934, there was 
included in a decedent’s last return only such income as had been realized 
by the decedent prior to his death under the method of accounting followed 
by him in his lifetime.* The decedent on the cash basis was taxed only on 
income received. The decedent on the accrual basis included both income 
received and accrued. There were, in addition, sizeable amounts of un- 
realized income which were not “accruable” as the term was then con- 
strued.? Receipts that would have been taxed to the decedent as income 
if he had lived and which were not included in his final return were ex- 
cluded from the income of the recipient as “property acquired by . . . 
bequest, devise or inheritance.” * Concern was expressed over the dis- 
crimination in favor of cash basis taxpayers,* but the change in the method 
of taxation of the decedent’s income got its principal impetus from the 
escape from taxation of sizeable amounts of income in the case of de- 
cedents who reported on a cash basis.° The result was a new approach 
in the Revenue Act of 1934. 


Joun W. Drye, Jr., is a member of the firm of Kelley, Drye, Newhall & Maginnes, 
New York City. 

1 Antoinette B. Held, 3 B.T.A. 408 (1926) Acq., V-1 Cum. Buti. 3 (1926); O.D. 
454, 2 Cum. Butt. 170 (1920). 

2 Seattle First National Bank vy. Henricksen, 24 F.Supp. 256 (W.D. Wash. 1938), 
appeal dismissed, 100 F.2d 1015 (9th Cir. 1939); Lillian O. Fehrman, 38 B.T.A. 37 
(1938) ; Loe M. R. Peyton, 44 B.T.A. 1246 (1941) ; G.C.M. 21040, 1939-1 Cum. Butt. 
242. 

3T.R.C. §22(b) (3) ; Nichols v. United States, 64 Ct. Cl. 241 (1927), cert. denied, 277 
U.S. 584 (1928); G.C.M. 8826, IX-2 Cum. Buti. 194 (1930), modifying I.T. 1563, 
II-1 Cum. Butt. 49 (1923). 

4 See Parlin, Accruals to Date of Death for Income Tax Purposes, 87 U. oF Pa. L. 
Rev. 295 (1938). 

5 Sen. Rep. No. 558, 73d Cong., 2d Sess. 28 (1934), 1939-1 (Part 2) Cum. Butt. 
608. 
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By section 42 of the 1934 Act, it was provided that the last return of 
every decedent should include “amounts accrued up to the date of his 
death.” While this provision effected an equality between decedents on a 
cash and accrual basis of accounting, it often resulted in pyramiding in 
the decedent’s final return income which, except for the accident of death, 
would have been spread over a number of years and subjected to lower 
rates of tax.® 

Then the Supreme Court in the Enright * and Pfaff * decisions in 1941 
aggravated the situation by greatly extending the meaning of the phrase 
“amounts accrued up to the date of his death” beyond any concept of 
accrual developed by the decisions to that date. The Court reasoned that 
as a cash basis taxpayer could not have an accrual method of accounting, 
the phrase quoted from the Act could not be limited to an accounting 
method. The Court concluded that it was the purpose of Congress “to 
cover into income the assets of decedents, earned during their life and 
unreported as income, which on a cash return, would appear in the estate 
returns.” ° Lower court decisions taxing to the decedent various sorts of 
inchoate or conjectural gains quickly followed,*® with the result that the 
pyramiding was extended and the possibility existed that taxes, requiring 
current cash, might often be exacted at death on amounts that might never 
be collected or where collections would be long deferred. The rising trend 
of income tax rates further intensified objection. The cumulative evidence 
of the unfairness of the statutory provisions prompted the Treasury to 
recommend ** and Congress to enact in the Revenue Act of 1942 the pro- 
visions of law now effective, namely, section 126 of the Code and to 
eliminate the unpopular provisions of section 42. 

Section 126 provides in subsection (a) that “the amount of all items of 
gross income in respect of a decedent which are not properly includible” 
in the last or a prior return of the decedent shall be taxed in the year 
received to the decedent’s estate or beneficiary actually receiving such 


6 Sen. Rep. No. 1631, 77th Cong., 2d Sess. 100 (1942). 

7 Helvering v. Estate of Enright, 312 U.S. 636 (1941). 

8 Pfaff v. Comm’r, 312 U.S. 646 (1941). 

9 312 U.S. 636, 644-5 (1941). Enright, the decedent, was a member of a law partnership 
on the calendar year cash basis. Under the partnership agreement he was entitled on death 
to his partnership percentage of the uncollected accounts and earned portion of estimated 
receipts from unfinished business. The Supreme Court held the amounts received by de- 
cedent’s executors on account of each of these items were includible in the decedent’s last 
return under section 42 of the Revenue Act of 1934. 

10 Helvering v. McGlue’s Estate, 119 F.2d 167 (4th Cir. 1941) ; Estate of George W. 
Wickersham, 44 B.T.A. 619 (1941); Estate of Harry E. Robinson, P-H T.C. Mem. 
Dec. 42,018, CCH Dec. #12,253-A (1942) ; Estate of Frederick C. Kirchner, 46 B.T.A. 
578 (1942). 

11 See statement of Randolph E. Paul, Hearings before Committee on Ways and Means, 
H. R. Rep. No. 2333, 77th Cong., 2d Sess. 89 (1942). 
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amount. Subsection (b) makes similar provision for certain deductions 
and credits, and subsection (c) permits an income tax deduction for the 
estate tax attributable to income items taxable under subsection (a). 


INCOME IN RESPECT OF A DECEDENT 


In enacting section 126, Congress stated its aim to be to avoid the 
piling up of income in the decedent’s final return.’ There is no express 
mention of any other purpose in the Committee reports.* Some opinion 
has been expressed for the proposition that the scope of the section is 
restricted to income which under the 1934-42 law would have been accrued 
in the decedent’s last return.** The prevailing view, however, seems to 
be that the meaning is broader and that some income which would have 
escaped tax in that period is now reached. 

Despite the vagueness of the term “income in respect of a decedent” 
the interpretive developments of the last ten years seem to have created 
a pattern on which taxpayers can reasonably rely. 

Accrued Income. It seems clear that income which accrues (in the 
commonly accepted meaning of the term) to a cash basis decedent to the 
date of death by the happening of events or the passage of time is income 
which is taxed to the recipients under section 126. Into this category 
falls interest on bonds or other obligations,® salary and wages for a 
definite payroll period,** rent, ** and delinquent alimony paid to the estate 
of a deceased ex-wife.*® 

Decisions relating to living taxpayers treat dividends as taxable only 
when received, whether the taxpayer is on a cash or accrual basis.** How- 
ever, at least on and after the record date, the stockholder is the owner 


12H. R. Rep. No. 2333, 77th Cong., 2d Sess. 83 (1942) ; Sen. Rep. No. 1631, 77th Cong. 
2d Sess. 100 (1942). 

13 [bid. 

14 See MERTENS, FepERAL INCoME TAXATION §12.100 (Supp. 1951); Scott, A Critique 
of Section 126, 26 Taxes 127 (1948); Guterman, New Problems Under Sec. 126 in In- 
come and Estate Taxes, 24 Taxes 633 (1946). 

15 Reg. 111, Sec. 29.126-1 gives as an example of section 126 income interest accrued 
on a United States savings bond prior to the death of the owner which is collected by the 
co-owner or beneficiary on maturity of the bond. See Matter of Connor, 191 Misc. 218, 219 
(Surr. Ct. Monroe Co. 1948). 

16 Cf. Helvering v. Estate of Enright, 312 U. S. 636, 643 (1941), where in considering 
section 42 of the Revenue Act of 1934, the Court said: “The meaning of ‘amounts ac- 
crued up to the date of his death’ is clear as to fixed rent, interest, salary or wages for 
personal services and other similar income which may readily be attributed to a particular 
period.” 

17 [bid. 

18 Estate of Sarah L. Narischkine, 14 T.C. 1128 (1950), aff'd, 189 F.2d 257 (2d Cir. 
1951). 

19 Comm’r y. American Light and Traction Co., 156 F.2d 398 (7th Cir. 1946) ; cf. Estate 
of Putnam v. Comm’r, 324 U.S. 393 (1945). : 
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of the dividend.” It would seem, therefore, where the decedent dies after 
the record date, the dividend is income in respect of that decedent. 

Compensation. A much broader view than the accounting concept of 
accrual has been adopted with respect to bonus and other extra compensa- 
tion payments received in consideration of personal services rendered by 
the decedent. Payments made to an executor of a deceased employee pur- 
suant to a profit-sharing arrangement, under which the profits were not 
ascertained until after the date of death, were determined to be section 
126 income by the Tax Court.** 

In the recent Davis * case, the Tax Court held that payments made 
after death to the widow of a discharged employee under a legally enforce- 
able contract providing for a year’s salary after discharge were income 
taxable to the widow under section 126. 

Apparently, the Tax Court has no doubt that an insurance agent’s re- 
newal commissions, arising from premium payments made by policy- 
holders after the death of the agent, are income in respect of the deceased 
agent.”® 

In the Bausch * cases the Court of Appeals for the Second Circuit 
found that the completely discretionary payments of an additional year’s 
salary, voted by the directors of the employer after death, were income 
to the decedents’ estates under this section. 

Perhaps the extent to which the courts seem prepared to go in personal 
service income cases is best illustrated by the Tax Court opinion in the 
O’Daniel* case. In that case a bonus, which was not fixed until after 
decedent’s death and to which he.clearly did not have a legally enforceable 
right at the time of his death, was included in the estate’s taxable income. 

The Tax Court explained the result by saying : 

Congress meant that no income earned by decedent should escape income 


tax and meant to tax to the estate amounts of such income received by it after 
the death of the decedent where the estate ‘acquired the right to such amounts 


20 1.T. 4007, 1950-1 Cum. Butt. 11. 

21 Estate of Fred Basch, 9 T.C. 627 (1947). 

22 Estate of Arthur W. Davis, CCH Dec. #19,136(M) (1952). Section 302 of the 
Revenue Act of 1951, amending section 22(b)(1) of the Code, excludes from gross in- 
come of beneficiaries of deceased employees amounts, up to a maximum of $5000 per 
employer, paid by reason of the death of the employee under a contract of the employer 
providing for payment to such beneficiaries. 

23 Estate of Thomas F. Remington, 9 T.C. 99 (1947). 

24 Bausch’s Estate v. Comm’r, 186 F.2d 313 (2d Cir. 1951), affirming 14 T.C. 1433 
(1950). It might be noted that neither the Tax Court nor the Second Circuit Court 
completely ruled out the possibility that under certain circumstances discretionary pay- 
ments when made to widows of deceased employees may be exempt as gifts under section 
22(b) (3). But in I.T. 4027, 1950-2 Cum. Butt. 9, the Commissioner has ruled that 
such payments represent taxable income. 

25 Estate of Edgar V. O’Daniel, 10 T.C. 631 (1948), aff'd, 173 F.2d 966 (2d Cir. 1949). 
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by reason of the death of the decedent.’ Finance Committee Report, supra. 
The amount here in question was not earned by the estate by virtue of its own 
activity or investments, but was income earned by the decedent. It was paid 
for. services rendered by him to his employer and was received by the peti- 
tioner, as his representative, solely because of services rendered by him. It 
remained income when received by the estate. The right of the estate to 
receive it was acquired from, by reason of the death of, the decedent within 
the purpose and intended meaning of Section 126 (a) (1) (A). 


This view was endorsed by the Court of Appeals for the Second Circuit. 

Thus, it seems that where amounts are received by the estate or bene- 
ficiaries by reason of personal services of the decedent, such amounts will 
be treated as income “in respect of a decedent” even where the income did 
not accrue within the meaning of the term as extended by the Enright and 
Pfaff cases and where the decedent’s right was not of enough substance to 
be taxed under the estate tax law as a part of his estate. 

Income from the Disposition of Property. The most troublesome ques- 
tions have arisen in connection with the disposition of property owned by 
the decedent. The decisions in cases of this character have been divided 
into two categories—those in which a sale by the decedent has been con- 
summated during his life and those where the sale is consummated after 
his death. 

The only example in the Committee Reports on the Revenue Act of 
1942 as to the intended application of section 126 to this subject is as 
follows : *° 
An example of the application of this provision . . . is the case of a partner 
who contracts in the partnership agreement that his interest in certain partner- 
ship assets shall pass to the surviving partners in exchange for payments to be 
made by them to his widow. On his death, the payments by the surviving 
partners shall be included in the widow’s income to the extent they represent 
the gain on such sale. 


This same example was carried over practically verbatim into the orig- 
inal regulations. The regulations, however, elaborated on the meaning of 
gain by stating that the payments were included in the widow’s income 
“to the extent they exceed the adjusted basis of such assets in the hands 
of the decedent immediately prior to his death.” ** An informal letter 
ruling, dated November 10, 1944,** applied the regulations to the case 
where A, B, and C were either stockholders or partners having an equal 
interest in their enterprise and had agreed that upon death they would sell 
their stock or interest in the partnership assets, as the case may be, to the 


26H. R. Rep. No. 2333, 77th Cong., 2d Sess. 84 (1942); Sen. Rep. No. 1631, 77th 
Cong., 2d Sess. 101 (1942). 

27 Reg. 103, Sec. 19.126-1, as added by T. D. 5233, 1943-1 Cum. Bu tt. 198, 204. 

28 454 CCH 6080. 
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survivors at market value. The Bureau ruled “the payments made to his 
estate by the surviving stockholders or partners must be included in the 
income of the estate to the extent that they exceeded the adjusted basis 
of the stock in the corporation or of the partnership assets in the hands 
of the decedent immediately prior to his death.” 

In 1945 the regulations were amended * to substitute for the clause 
“to the extent they exceed the adjusted basis of such assets in the hands 
of the decedent immediately prior to his death,” the clause “to the extent 
they are attributable to the earnings of the partnership accrued only by 
reason of his death.” The example used in the November 10, 1944 ruling 
was also incorporated in the regulations but the tax consequences were 
changed to read: 
to the extent that the payments by A to the estate of B are attributable to B’s 
interest in the previously earned proportion of the unfinished partnership 
business transactions, their receipt by the estate of B will reflect the realization 
of income. With respect to such portion of the payments by A as is attribut- 
able to B’s interest in the tangible assets of the partnership which had 
appreciated in value, no gain to the estate of B will be recognized. 


The regulations go on with the proviso that “If some portion of the pay- 
ments by A is attributable to a sale of B’s interest in partnership assets 
consummated by B prior to his death, . . . the gain to the estate of B 
reflected in such payments will be recognized regardless of the character 
of the assets sold, and regardless of whether or not payment was due on 
a day which must occur after B’s death.” 

In a case where the sales of magazines had been completed by the de- 
cedent but the accounts receivable representing solely profits had not been 
collected at the time of the decedent’s death, the District Court for the 
Eastern District of Kentucky held that income under section 126 was 
received by the estate to the extent of the proceeds of sale of the accounts 
receivable.*° 

Where, however, the sale is consummated by the estate, a different result 
has been reached. Under the 1934 law the Commissioner sought to in- 
clude in the final return of a decedent the date of death fair market value 
of growing crops and livestock. The Tax Court in the Burnett ** case held 
that as the decedent had not sold the crops and livestock, no income accrued 
to the date of his death from this source. It followed that these assets 
received a new basis under section 113(a)(5) of the Code in the hands 
of the decedent’s representatives. 


29 T.D. 5459, 1945-1 Cum. Butt. 193. 
80 Dixon v. United States, 96 F.Supp. 986 (1950), aff'd, 192 F.2d 82 (6th Cir. 1951). 
81 Estate of Tom L. Burnett, 2 T.C. 897 (1943). The Court in deciding the case under 
section 42 of the Revenue Act of 1938 stated that its decision was rendered “without 
reference to the amendments made by the Revenue Act of 1942.” 
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In the Linde ** case, which arose under section 126, the decedent, the 
owner of a vineyard, had delivered grapes to various co-operatives for 
conversion into wine and the sale of the wine. The liquidation of the wine 
pools by the conversion of the grapes and the disposition of the wine did 
not occur until after the decedent’s death. The Commissioner attempted 
to tax the proceeds of the liquidation in full as section 126 income, but 
solely on the ground that under the contracts with the co-operatives, the 
delivery of the grapes constituted a sale by the decedent. The Tax Court 
concluded that no sale occurred and allowed the estate to fix the basis of 
its equity in the wine pools under section 113(a)(5). The case is on 
appeal, but apparently the sole issue will be on the question of when the 
sale of the grapes occurred. 

In no case since the enactment of the 1942 Act has the Commissioner 
sought to relitigate the issue in the Burnett case. The change in the regula- 
tions, referred to above, and the position taken by him in the Linde case 
indicate that such litigation is unlikely. Thus, the interpretive pattern 
seems to have developed that where property is involved which does not 
give rise to income until sale, there must be a sale, not merely a contract to 
sell, or no income arises under section 126 of the Code. This result follows 
even where the property is not capital in the hands of the decedent but an 
item of the character that would be fully taxable as ordinary income if 
realized upon by the decedent. 

Partnership Income. The 1942 statutory amendments changing the 
method of taxing a decedent’s income apparently contemplate, and the 
regulations provide, that “the approved accounting practice of the partner- 
ship in computing its income shall not be changed by reason of the tax- 
payer’s death.” ** Accordingly, in partnership cases the return for the 
period ending with the death of the decedent will include his distributive 
share of the partnership earnings determined in this manner for the part- 


82 Rose J. Linde, 17 T.C. 592 (1951). 

33 Reg. 111, Sec. 29.42-1. I.R.C. §42(a) provides in part: “In the case of the death 
of a taxpayer whose net income is computed upon the basis of the accrual method of 
accounting, amounts (except amounts includible in computing a partner’s net income 
under section 182) accrued only by reason of the death of the taxpayer shall not be 
included in computing net income for the period in which falls the date of the taxpayer’s 
death.” It has been suggested that in the case of an accrual basis partner the parenthetical 
clause requires to some extent the inclusion in his final return of his distributive share of 
partnership income “accrued only by reason of death” irrespective of the partnership 
method of accounting. The better view seems to be that the purpose of the clause is to 
indicate that partnership income for a short partnership year created by dissolution of 
the partnership on death of the partner, although an item which qualifies as “accrued 
only by reason of the death of the taxpayer,” is nevertheless not automatically excluded 
from the partner’s final return but rather is to be included to the extent required by 
application of the partnership’s normal accounting method. Sen. Rep. No. 1631, 77th 
Cong., 2d Sess. 100 (1942). 
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nership year or years ending within or with such period.** Any income 
which is not so included but is received by the estate or beneficiaries would 
seem to be taxable under section 126. 

There appear to be no serious problems where it is clear that the partner- 
ship terminates on the death of the partner. Questions have arisen where 
the partnership continues after his death. For many years, the Com- 
missioner has taken the position that despite a provision in a partnership 
agreement for continuance of the partnership after the death of a partner, 
the death of a partner ends the accounting period as to him, and requires 
the inclusion in his final return of his distributive share of the partnership 
income for this short period. Guaranty Trust Co. v. Commissioner *° has 
been considered as authority for this position because of the broad con- 
clusions of the Court, even though in that case it is clear the partnership 
did in fact terminate at the death of the partner. This may be because 
the Court cited with approval the decision of the Court of Appeals for the 
Second Circuit in Darcy v. Commissioner.** In the Darcy case the partner- 
ship agreement contemplated the continuation of the partnership after 
the death of a partner. The decedent’s interest remained at the risk of 
the business. The Court held that decedent’s share of income was in- 
cludible in his final return, and stated: 


His share in the partnership income up to the date of his death was by 
agreement to be computed by giving effect to events subsequent to his decease. 
That agreement, however, did not and could not keep the partnership in 
existence with a dead man as a partner. 


In 1946 the Court of Appeals for the Fifth Circuit held in Henderson's 
Estate v. Commissioner * that the death of a partner did not close the 
accounting period of the partnership where the partnership was continued 
after the death of the partner in accordance with the partnership agree- 
ment. Accordingly, there was no distributive share of income or loss 
down to the date of death to be included in decedent’s final return. Under 
the facts there presented the estate was able to obtain the benefit of the 
loss suffered by the partnership in the period from the end of its previous 
fiscal year to the date of death. This decision was followed by the Courts 
of Appeals for the Third and Eighth Circuits in Girard Trust Co. v. 


84T.R.C. §188: “If the taxable year of a partner is different from that of the partner- 
ship, the inclusions with respect to the net income of the partnership, in computing the 
net income of the partner for his taxable year, shall be based upon the net income of the 
partnership for any taxable year of the partnership (whether beginning on, before, or 
after January 1, 1939) ending within or with the taxable year of the partner.” 
35 303 U.S. 493 (1938). 
86 66 F.2d 581 (2d Cir. 1933), cert. denied, 290 U.S. 705 (1934). 
87 155 F.2d 310 (5th Cir. 1946). 
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United States ** and Commissioner v. Mnookin’s Estate,” respectively. 
This trend toward uniformity of construction received a setback from 
the recent decision of the Court of Appeals for the Second Circuit in 
Commissioner v. Waldman’s Estate.*° In that case the partnership agree- 
ment gave the deceased partner’s representative the right of election to 
continue as a partner or to sell the decedent’s partnership interest. The 
personal representative attempted to exercise the election to continue, but 
this was repudiated by the surviving partners and an agreement was 
reached for the sale of the partnership interest as at January 31, some 
three months after death and four months prior to expiration of the 
regular fiscal year of the partnership. The Court held that the decedent’s 
share of the partnership income for the period up to the date of his death 
was includible in decedent’s final return. This had the effect of taxing 
17 months’ income in one return. The Court expressly declined to dis- 
tinguish the Henderson, Girard Trust, and Mnookin cases, saying: “we 
. with deference, reach the contrary decision which we think Guaranty 
Trust Co. v. Commissioner, supra, requires.” Judge Augustus Hand 
dissented on the reasoning in the Girard Trust case. Consistent with its 
decision, the Second Circuit Court stated that section 126 did not affect 
the result, since that section applied only when income is not includible in 
the decedent’s last return. 


Some Section 126(c) DepucTION PRroBLEmMs 


Section 126(c) allows a deduction for estate tax paid on section 126(a) 
income to the “person who includes an amount in gross income under 
subsection (a).”’ This section is interpreted in the regulations as providing 
“that the estate or person required to include in gross income any amount 
in respect of a decedent may deduct that portion of the estate tax on the 
decedent’s estate which is attributable to the inclusion in the decedent’s 
estate of the right to receive such amount.” ** While the precise purpose 
to be served by this section was not set forth in the Committee Reports, 
it is obvious that Congress considered this the best practical way adminis- 
tratively to minimize the effect of the two taxes on the same receipt or at 
least to put the decedent who had deferred income on a comparable basis 
with a decedent who had received all income to date of death. 

Several sections of the Code have specific provisions relating to the 
taxation to the decedent or to his beneficiaries of certain types of income. 


88 182 F.2d 921 (3d Cir. 1950). 
89 184 F.2d 89 (8th Cir. 1950). 
40 196 F.2d 83 (2d Cir. 1952). 
41 Reg. 111, Sec. 29.126-3. 
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Sections 22(b)(2) and 165 provide that beneficiaries under certain 
pension, stock bonus, or profit-sharing plans shall be taxed on benefits 
under such plans as an annuity or capital gain; section 44(d) establishes 
the method of taxing payments received on installment obligations; and 
section 130A sets out the tax effect of the receipt and exercise of a re- 
stricted stock option. 

When such income is taxed to the estate or beneficiaries and the value 
of the right to such income is included in the decedent’s gross taxable 
estate for estate tax purposes, is the recipient of the income entitled to 
the deduction for the estate tax provided in section 126(c)? To date, 
this question has apparently been considered only in connection with em- 
ployee survivorship annuities taxable as provided in section 22(b) (2). 
The Commissioner in an informal letter ruling, dated October 9, 1946,* 
held that as this income was taxable under the provisions of section 22(b) 
(2) of the Code, it was not taxable under section 126(a) and so the 
estate tax deduction permitted by section 126(c) was not available to the 
widow. This conclusion was reached without commenting on the fact 
that section 126 is cross-referenced in the sections 165 and 22(b) (2) reg- 
ulations in such a way as to justify the inference that the deduction under 
section 126(c) will be allowed. 

This issue was directly raised in Higgs ** but was rendered moot before 
trial when the Third Circuit Court reversed a previous Tax Court de- 
cision ** and held that under the provisions of the Technical Changes Act 
of 1949 * the value of the survivorship annuity was not to be included 
in the decedent’s gross estate.*® As no estate tax was paid, the Tax Court 
did not decide the question in the income tax case, but it may be of some 
significance that in the estate tax case it observed : ** 


The question of how the receipt of each annual payment by the widow 
should be treated for income tax purposes is not involved or decided, but no 
doubt recognition would be given in such a case to the fact that the transfer 
was taxed for estate tax purposes to the decedent. 


Section 303 of the Revenue Act of 1951, effective for 1951 and sub- 
sequent years, gives the survivor under a joint and survivor’s annuity a 
basis equal to the valuation subjected to the estate tax in the decedent’s 


42 474 CCH [6132. 

4316 T.C. 16 (1951). 

44 Higgs’ Estate v. Comm’r, 184 F.2d 427 (3d Cir. 1950), reversing 12 T.C. 280 (1949). 

45 Pub. L. No. 378, 81st Cong. (1949). 

46 The question of whether the designation of a secondary annuitant after October 7, 
1949 is a transfer taxable at death where the annuity is purchased by an employer remains 
unsettled. Higgs’ Estate v. Comm’r, 184 F.2d 427 (3d Cir. 1950) ; Comm’r v. Twogood’s 
Estate, 194 F.2d 627 (2d Cir. 1952). 

4712 T.C. 280, 283 (1949). 
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estate.** Accordingly, in this connection the Commissioner’s ruling letter 
is of little prospective importance, but its reasoning is interesting as an 
indication of his likely attitude on other income affected by specific 
statutory provisions. This ruling states in part: 

It is apparent from the Committee reports that section 126 was intended to 

cover items of income which under the former provisions of section 42 would 
have been includible in the last income tax return of a decedent. With respect 
to the annuity to a widow or beneficiary of an employee under a retirement 
plan meeting the requirements of section 165, the determining factor is 
whether such annuity would have been includible, under the former provisions 
of section 42 as interpreted in the Enright decision, in the last return of the 
deceased employee. The answer must be in the negative since section 165(b) 
provides that these payments shall be taxed to the distributee as annuities 
under section 22(b) (2), which provides that amounts received as an annuity 
shall be included in the annuitant’s income. It therefore follows that since 
these annuities are includible in the annuitant’s income under section 22(b) (2) 
and not section 126, the deduction provided for by section 126(c) does not 
apply. 
The conclusion of the Commissioner that section 126 was intended to 
cover only items of “income which under the former provisions of section 
42 would have been includible in the last income tax return of a decedent” 
is not in accordance with the decisions discussed above. Furthermore, the 
Commissioner’s reasoning seems to be at variance with the language of 
section 126(a) and contrary to the Congressional purpose behind section 
126(c). 

The statutory provisions, referred to above, which provide for more 
specific treatment of certain items of income, need not be interpreted as 
excluding the application of section 126(a), which purports to deal with 
“all items of gross income in respect of a decedent.” 

To illustrate: There is no language in sections 165 or 22(b) (2) which 
negatives the idea that the income is in respect of services performed by 
the decedent. When read together, the real purpose of providing in section 
165 that the payments shall be taxed under section 22(b) (2) is to provide 
the formula for the tax-free recovery of the employee’s contribution. 
Nothing appears that is inconsistent with treating the income attributable 
to compensation for services as section 126 income. 

Likewise, a beneficiary under a qualified trusteed stock bonus, pension, 
or profit-sharing plan may receive capital gains treatment under section 
165 if the total distributions are paid within one taxable year on account 
of the employee’s separation from service. Here again, this is but a tax 
measurement. The income certainly arises out of the efforts of the de- 
ceased employee and should be treated as income “in respect of” the 


48 Amending sections 22(b) (2) and 113(a) (5) of the Code. 
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decedent. The Commissioner has recognized that section 126 is applicable 
to payments made under a voluntary unfunded plan.** Certainly, no 
strained theory of statutory construction should justify allowing the estate 
tax as a deduction in this case and denying it in plans which comply with 
section 165. 

Section 44 of the Code providing for the taxation of income on install- 
ment sales permits, on the conditions there provided, the taxation to the 
beneficiaries of a decedent, rather than to the decedent, the income attribut- 
able to installment obligations uncollected at death. While this permission 
is granted by these specific provisions, the effect is to exclude income of 
the decedent from his final return and cause it to be taxed to his bene- 
ficiaries. If the uncollected profits on credit sales made by a cash basis 
decedent are income “in respect of a decedent,” what logical basis is there 
for making an exception in the case of installment sales? 

Does the exercise by the estate or beneficiaries of a restricted stock 
option give rise to any questions under section 126(c) because of the 
specific provisions of section 130A of the Code dealing with such options? 
Of course, if no income arises from the exercise of such an option by the 
estate or beneficiary, then no problems are presented. It would seem that 
the option should qualify as property transmitted at death, and that the 
value established in estate tax proceedings should be added to the cost 
of exercise to determine the basis of the shares on any subsequent sale.”° 
However, the regulations issued under section 130A indicate that the 
Commissioner may take the position that income arises from the exercise 
by an estate or beneficiary of a restricted option. The regulations read: ™ 


The special treatment provided in subsections (a) and (b) of section 130A 
shall apply only if the restricted stock option is exercised by the individual 
to whom it was granted. Such special treatment shall not be applicable with 
respect to stock transferred pursuant to the exercise of the option by the 
individual’s executor, administrator, heir, or legatee. 


If, as indicated, the Commissioner is proposing to tax income on the 
exercise of a restricted stock option by an estate or beneficiary who per- 
forms no services, or “with respect to stock transferred pursuant to the 
exercise of the option,” he must be contemplating basing his position on 
the contention that such income arises out of services performed by the 
decedent. Thus, any income (other than from appreciation in value of 
the stock after acquisition) that is taxed to the estate or beneficiary would 


49 .T. 3840, 1947-1 Cum. Butt. 7. Also, in I.T. 3744, 1945-1 Cum. Buti. 192, the 
Commissioner took the position that a lump-sum payment to an annuitant’s estate ceased 
to be an annuity and was taxable to the estate under section 126. 

50 See Drye, Stock Options Under the Revenue Act of 1950, Tax Forum No. 130, 14-15. 
51 Reg. 111, Sec. 29.130A-3. 
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seem to be income “in respect of a decedent,’”’ and a deduction should be 
allowed for the estate tax attributable to the value of the option. An 
argument that the deduction is not allowable because the tax is imposed 
by section 130A should not prevail. That section grants an exemption to 
the employee on exercise; it does not impose a tax on the exercise of a 
restricted stock option. 


EstATE PLANNING 


The possibility that a client may die with a large amount of section 
126(a) income may have an important bearing on the planning of the 
disposition of his estate. The income taxes are likely to be more important 
than the estate tax on this amount. This is apparent from the rate sched- 
ules which show, for example, that the income tax on $100,000 realized 
in a single year by an estate (ignoring other income, deductions, and 
exemptions) would approximate $70,000, while the estate tax on this 
amount would not reach $70,000 unless it were added to a $6,000,000 
estate. The deduction of the applicable estate tax minimizes but does not 
eliminate the income tax problem. 

Since section 126 income is taxed on receipt to the estate of the decedent 
or to the person who acquires the right to receive it, income taxes often 
can be reduced by increasing the number of recipients. 

If section 126 income is specifically bequeathed to selected beneficiaries, 
or if the right to receive the income is included among general assets 
distributable by the executor among one or more beneficiaries, it may be 
possible to minimize taxes by making the distribution of the right to such 
income before rather than after the receipt of the income. If the income is 
received by the estate, it may be that the estate will be the only taxpayer.** 

In the Linde and Huesman cases the Tax Court held that section 126 
amounts distributed by an executor are distributed as corpus and thus 
cannot constitute income as defined in section 162, the distribution of 
which would entitle the executor to a deduction in computing his taxable 
income. Thus, the income tax burden was borne by the estate. 

The charitably-minded testator should give consideration to providing 
for his charities out of section 126 income to the extent possible. Amounts 
so given should be specifically bequeathed and, as in the case of specific 
bequests to individuals, it would seem advisable to avoid collection by the 
decedent’s personal representatives. 

It need hardly be pointed out that in many instances, especially when 
large amounts of section 126 income will be collected over a period of a 
few months after death, as in the case of a financially successful doctor 


52 Rose J. Linde, 17 T.C. 592 (1951) ; Estate of Ralph R. Huesman, 16 T.C. 656 (1951), 
aff'd, 198 F.2d 133 (9th Cir. 1952). 











214 TAX LAW REVIEW [Vol. 8: 


or lawyer, the selection by the estate of a short first fiscal period may save 
considerable income taxes. 

Section 126(a)(2) provides, in substance, that in the event of a sale, 
exchange, or other disposition of a right to section 126 income, there shall 
be included in the gross income of the transferor “for the taxable period 
in which the transfer occurs, the fair market value of such right at the 
time of such transfer.” In an informal letter ruling, dated December 27, 
1951,°° the Commissioner took the position that where renewal commis- 
sions had been bequeathed to a deceased insurance agent’s widow, com- 
missions payable after her death would not be piled up in her last return 
but would be taxable to her heirs under section 126(a)(1). The ruling 
does not directly mention section 126(a)(2). It would appear equitable 
to exclude from the last income tax return of the widow the value of the 
uncollected renewal commissions, but as a matter of strict statutory con- 
struction the ruling may not be correct. It would seem advisable in draft- 
ing Wills, where material amounts of section 126 income are to be collected 
over a substantial period of time, to make certain, where practical, that 
such income will be received by beneficiaries who derive their right directly 
from the decedent to whom it is attributed. 

Perhaps in estate planning, major tax consideration should be given 
to the interaction between section 126 and section 812(e), relating to the 
estate tax marital deduction. The provisions having particular pertinence 
are the following. 

Section 126(c)(1) provides that the deduction for estate taxes paid 
with respect to a section 126 item is limited to “the estate tax attributable 
to the net value for estate tax purposes” of such item. To the extent that 
section 126 income is included in the marital gift and is deductible in 
computing estate taxes, the Commissioner may contend that no “net value 
for estate tax purposes” is attributable to the item. 

Section 126(c)(2)(C) stipulates that the estate tax attributable to the 
aggregate of the section 126 items is the excess of the estate tax over the 
estate tax which would have been payable had such items been excluded 
from the gross estate. Section 812(e)(1)(A) and (H) provides, in 
effect, that the marital deduction shall be limited to 50% of the value of 
only those interests which are included in the adjusted gross estate. The 
Commissioner may contend that since the section 126 items are excluded 
from the adjusted gross estate in computing the estate tax “but for” these 
items, there is a corresponding reduction in the maximum marital deduc- 
tion. If in a particular case the second marital deduction were reduced 
because of this, the spread between the two estate tax amounts would be 
diminished with a resultant decrease in the section 126(c) deduction. 


58 525 CCH 76221. 
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The statute is not clear on the two points just discussed. Thus far no 
ruling appears fully to cover these points.°** Where possible, a “hedge” 
against the risks would, therefore, appear to be a wise precaution. 

In this connection and in view of the foregoing, the following general 
conclusions seem warranted. In many cases it will be advantageous to 
exclude all the section 126 income from the marital gift if the section 
126(c) deduction will be of importance. When it is necessary to include 
section 126 income in the marital gift, it would seem a wise precaution to 
determine the extent to which the section 126(c) deduction might be 
affected. Whether or not section 126 items are included in the marital 
gift, there may in certain circumstances be an over-all tax advantage in 
deliberately sacrificing a maximum marital deduction so as to increase 
the section 126(c) deduction. The foregoing may be illustrated by the 
following examples. 

Assume a testator with an adjusted gross estate of $1,000,000, of which 
$300,000 represents section 126 income. Assume further that he disposes 
of his estate by one of the four following methods: 

(a) He bequeaths his wife $500,000, which includes the $300,000 
section 126 income; balance of estate to third persons. 

The Commissioner might compute the estate tax, after excluding the 
section 126 income to determine the amount of such tax “but for” the 
section 126 income, as follows: 


PE BR BAIR. 5 di8:0 60,005 56s hk hn wih aad $1,000,000 
Fxctude section 126 IMcOme....... 6 osc cccce sees. 300,000 
“Second” adjusted gross estate...........0ccessee. $ 700,000 
Sil MERION 6 sais clctd oc Ss Gina) sie Sas Aes eote 200,000 *5 
SOCIO SISA COLDEE Sc. «5.05 dice.sr 64:0 by0le BKwinne dd. 6ds $ 500,000 


Since the taxable estate in the estate tax return will also be $500,000, it 
would appear on this computation that the estate tax “attributable to the 
net value” of the section 126(a) income is zero and that therefore no 
deduction under section 126(c) would be available. 

(b) He bequeaths his wife $500,000, which does not include any part 
of the section 126 income; balance to third persons. 


“Second” adjusted gross estate...........ccccccseces $700,000 
pA LR aie peed Po yh My 350,000 
: lug rey eer ey fre rt ree $350,000 


54 See informal letter ruling, dated Mar. 17, 1952, 525 CCH {6162. As the facts are 
stated, the Commissioner’s computation of the section 126(c) deduction might be based 
on either of the two contentions mentioned in the text. 

55 $500,000 original marital deduction less $300,000 not included in- “but for” computa- 
tion and therefore excluded from marital deduction in that computation. 
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In this example it would appear that the $500,000 going to the widow 
might be reduced by the Commissioner to a marital deduction of $350,000 
because of the 50% ceiling limitation of section 812(e)(1)(H) of the 
Code. However, since the estate tax return would here also show a taxable 
estate of $500,000, the estate tax attributable to at least $150,000 would 
be available as the section 126(c) deduction. 

(c) He bequeaths his wife $250,000, which includes only $200,000 of 
the section 126 income; balance to third persons. 


PU « NEG, TOES COURSE... 5 cece cc ces sccsce $700,000 
nee ee cos 8 ee Sa 50,000 
PENRO, AGMADIE CRIME... a5 cis eS icc zee. sweet $650,000 


Since the estate tax return would show a taxable estate of $750,000, the 
section 126(c) deduction would be the estate tax on $100,000. 

(d) He bequeaths his wife $250,000, which does not include any part 
of the section 126 income; balance to third persons. 


“Second” adjusted gross estate.........sceccescceses $700,000 
UMMM MN 5052. 55 ore Ws ao dk aids sac die gb ISS: Busia os 50:8 250,000 
“pean -tataue estate: 8 2 eS OR $450,000 


In this case, with the estate tax return again showing a taxable estate of 
$750,000, it would appear that the section 126(c) deduction would be the 
estate tax on $300,000, the entire amount of section 126 income. By not 
making use of the maximum marital deduction, the testator has increased 
the section 126(c) deduction, but he has also increased the estate tax in 
his estate. 

If it is assumed that in examples (b) and (d) above the entire estate 
which does not go to the widow outright goes into a trust for the widow 
which does not qualify for the marital deduction, and all of the section 126 
income is collected in one year, the total taxes to be paid (assuming that 
none of the property would be consumed in the widow’s lifetime) would 
be as follows: 


EXAMPLE (b) 


Estate tax on husband’s taxable estate of $500,000..... $126,500 
Estate tax on widow’s taxable estate of $500,000....... 126,500 
Income tax on trust (tax on income of $300,000 less 

$48,000 section 126(c) deduction)................. 208,500 


PRMD N ATMA, a/c swracs, sibic ehoetds Ce ic RA OL ne ANN $461,500 
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EXAMPLE (d) 


Estate tax on husband’s taxable estate of $750,000...... $212,500 
Estate tax on widow’s taxable estate of $250,000....... 47,700 

Income tax on trust (tax on income of $300,000 less 
$101,700 section 126(c) deduction)................ 169,000 
ORI SABMRS: 65.5 ors isaidx 3 as cie a SR eRe esa ees $429,200 


These figures merely show the advisability of making computations on 
probable estates. On the facts assumed above, by reducing the marital 
deduction and paying a small aggregate amount of additional estate taxes, 
an over-all tax saving results. This is due, of course, to the fact that the 
income tax is at higher rates than the estate tax. Where the estate is 
large and the amount of income tax on the section 126 income is relatively 
small (because of amount of such income or because the income is spread 
into a number of returns), such a computation should show quite a 
different result. 


CONCLUSION 


From the outset, it appeared clear that the interests of estates and 
beneficiaries lay in strict construction of section 126 so as to exclude as 
many receipts as possible from its specific provisions and thus permit such 
receipts to escape income tax under section 22(b)(3) or acquire a basis 
under section 113(a) (5) of the Code. However, with respect to receipts 
that clearly are to be taxed after death, the benefit of the estate tax deduc- 
tion often shifts self-interest toward a broad construction. On balance, 
the tide seems to be running in favor of the Commissioner on the scope 
of income reached. It may not be too much to hope that his success in 
that direction may limit his efforts to restrict the use of the deduction for 
the estate tax. However this may be, section 126 necessarily poses interest- 
ing estate planning problems. 








Some Irritants And Proposed Cures* 


MERLE H. MILLER, MARK H. JOHNSON, SEYMOUR MINTZ, 
PAUL JACKSON, anp MARTIN LORE 


No.1. Eliminate Recognition of Gain or Loss to a Corporation 
on the Sale or Exchange of Property When Proceeds of the Sale 
Are Distributed in Complete Liquidation Within Two Years 
After the Sale 


Equality of tax treatment should be given to all stockholders who 
liquidate their interest in a corporate enterprise, regardless of whether 
their ultimate realization of cash for stock took the form of (1) a sale of 
their stock for cash, (2) a receipt of a liquidating distribution in kind and 
a subsequent sale of the property for cash, or (3) a disposition of the 
properties by the corporation and a distribution of cash to the stockholders. 

While the end result is identical in each instance above, the tax result 
is substantially different in that there is only a single tax on the sale in 
(1) and (2), while there is a double tax in (3) in that the gain on the 
sale of the property is first taxed to the corporation, and then the gain on 
the liquidating distribution is taxed to the shareholders. This difference 
in tax can be substantial, yet the only difference to the liquidating stock- 
holders is one of form. The liquidating stockholder had stock, and winds 
up with cash, and it makes no difference to him whether he obtained that 
cash by endorsing his stock certificate to a third party, by having it re- 
deemed by the corporation by distribution of assets in kind which he sold 
to a third party, or by having the corporation sell the assets to a third 
party and distribute the cash in redemption of his stock. 

Our federal taxing system looks to substance and not the form of a 
transaction. So in Commissioner v. Court Holding Company, 324 U.S. 
331 (1945) a sale by the stockholders was found to have been made 
actually by the corporation which had distributed the property prior to 
the completion of the formalities of sale. Then, after a five-year period 


* This article presents a list of entirely unofficial recommendations submitted jointly by 
the authors to Hon. Colin Stam in response to a request for suggested corrections of 
inequities in the tax laws. 

The authors have severally participated in American Bar Association and American 
Law Institute studies devoted to various phases of the subject matter. The recommenda- 
tions published here are made only in their individual capacities as attorneys actively 
concerned with tax policy and administration—Eb. 
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during which the courts groped for the loadstone that would tell them 
whether a sale in form by the stockholders was in fact a sale by the cor- 
poration, the Supreme Court recognized in United States v. Cumberland 
Public Service Company, 338 U.S. 451 (1950) that the Internal Revenue 
Code in this instance actually made the imposition of a tax depend upon 
form and not economic substance. The Court found that stockholders 
could follow the literal provisions of the Code, have the corporate proper- 
ties distributed in kind, and then sell such properties to a purchaser with 
the imposition of but a single tax. 

The Cumberland decision was intended to create some order out of the 
chaos that had followed the Court Holding Company case. Different tax 
results had been reached in cases which were undistinguishable on their 
important facts. Compare Howell Turpentine Company v. Commissioner, 
162 F.2d 319 (5th Cir. 1947) with Wichita Terminal Elevator Company 
v. Commissioner, 162 F.2d 513 (10th Cir. 1947). 

But two and one-half years after the Cumberland case, an applicable 
rule is yet to be forthcoming. Four Circuit Courts have considered the 
question since 1950 and in every instance have reversed the holding of 
the lower court. [Jones v. Grinnell, 179 F.2d 873 (10th Cir. 1950) (T.C. 
Okla. reversed) ; United States v. Lynch, 192 F.2d 718 (9th Cir. 1951) 
(T.C. Wash. reversed), cert. denied, Apr. 28, 1952; Wurtsbaugh v. Com- 
misstoner, 187 F.2d 975 (5th Cir. 1951) (T.C. reversed); St. Louis 
Union Trust Company v. Finnegan, — F.2d — (8th Cir. 1952) (T.C. Mo. 
reversed) |. In one leading Tax Court case, five judges dissented from 
the holding of the majority of the Court. [Doyle Hosiery Corporation, 
17 T.C. 641 (1951) ]. 

The sole issue in this long line of litigation has been whether the cor- 
poration sold the property, with the cash being received by the stock- 
holders, or whether the corporation distributed the property to the stock- 
holders, who in turn sold it for cash. No fundamental rule will ever be 
worked out, for there is no fundamental difference between the two 
transactions. And if a workable rule should be developed it would mean 
only that an easier method had been found to determine upon whom 
should be visited a tax not being borne by his neighbor who had realized 
similar economic benefits but had followed a different form. 

Since it is possible for shareholders to liquidate a corporation and then 
sell its property, with only the payment of a capital gains tax by the 
shareholders, it is recommended that controversies in this area be resolved 
by permitting all corporations to sell property and completely liquidate 
with a single tax to the shareholders whether or not the property is sold 
before or after distribution to its shareholders. To that end we recommend 
a provision which would eliminate the recognition of gain or loss to the 
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corporation on the sale or exchange of any property when the proceeds of 
the sale or exchange are distributed in complete liquidation within a period 
of two years after the sale. Appropriate language should be added pro- 
viding that there should be a single tax whether the property is distributed 
before or after the sale. [See H.R. 6712, 80th Cong., 2d Sess., Sec. 129 
(1948) ; H.R. 7738, 81st Cong. 2d Sess., Sec. 122 (1950); H.R. Rep. 
No. 2087, 80th Cong., 2d Sess. 15 (1948) ]. 


No. 2. Permit Relation Back of Effect of Repayment of Income 
Received Under Claim of Right, and Such Other Variations as 
Conform to Good Accounting Practice 


An annual income tax has certain inherent and inevitable weaknesses. 
The courts, however, have inclined to make a fetish of these weaknesses, 
and to reach inequitable and unrealistic results on the basis of supposed 
“basic principles” in the tax law. 

One harsh example is that of income erroneously received in one year 
and repaid in a later year upon discovery of the error. In United States v. 
Lewis, 340 U.S. 590 (1951) the Supreme Court held that since the 
original receipt was under “claim of right,” it was then taxable, and that 
the subsequent repayment could not relate back as an offset. Presumably, 
the repayment is a deductible “loss” in the later year; but the effect may 
be a real distortion of income and an unfair total surtax. This result 
could be cured by a recognition of the facts during the taxable year as 
ultimately ascertained after the close of the taxable year. 

Another type of case is an even more glaring violation of economic 
realism and sound accounting practice. A long line of cases has insisted 
that prepayments for services are currently taxable without any offset 
for the reasonably estimated cost of furnishing such services in later tax- 
able years. Examples are unused airplane tickets, unused gasoline coupons, 
a warehouse’s charges for future storage and handling, etc. [South 
Tacoma Motor Co., 3 T.C. 411 (1944) ; Your Health Club, Inc., 4 T.C. 
385 (1944) ; National Airlines, Inc., 9 T.C. 159 (1947) ; Capital Ware- 
house Co., 9 T.C. 966 (1947), aff'd, 171 F.2d 395 (8th Cir. 1948)]. 
All of these cases offend the average businessman’s sense of fairness and 
realism. A statute need not go so far as to recognize reserves for “con- 
tingencies.”” The test could be the co-existence of a fixed obligation and 
an estimated cost of discharging that obligation ascertainable with reason- 
able accuracy. 

No. 3. Provide That All Returns, Claims, Petitions, Etc., Are 
“Filed” When Posted 


With respect to returns, claims and all other documents required by 
the Code to be filed with the Bureau of Internal Revenue, the statute is 
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silent as to what constitutes the making or filing of such return or other 
document. It would appear therefore that the Commissioner could by 
regulations provide that mailing shall in all cases constitute filing. 

In the case of petitions filed with the Tax Court, section 272, which 
confers jurisdiction upon the Tax Court, provides that the petition must 
be filed with the Tax Court within 90 days after the mailing of the Notice 
of Deficiency. In cases where petitions have been mailed within the 90-day 
period but were not received in the Tax Court until after the 90-day 
period, the courts have held that the Tax Court was without jurisdiction. 
[See Stebbins Estate v. Helvering, 121 F.2d 892 (D.C. Cir. 1941); 
Barron Estate Co. v. Commissioner, 93 F.2d 751 (9th Cir. 1937) ; Poynor 
v. Commissioner, 81 F.2d 521 (5th Cir. 1936) ]. A statutory amendment 
would thus seem necessary. 


No. 4. Allow Deduction for Salaries, Etc., Accrued to Related 
Taxpayers If the Recipient Includes the Amount in His Income 
For the Taxable Period Corresponding to the Time of Accrual 


Section 24(c) is one of the most confusing traps in the tax law. The 
difficulty stems largely from the dual test which the statute imposes in 
paragraphs (1) and (2). Under (1) the deduction is allowed if the com- 
pensation is “paid” within the taxable year or within 214 months after 
the close of the taxable year. Under (2) the deduction is allowed if the 
compensation is includible in the gross income of the stockholder for the 
taxable year which coincides with the corporation’s taxable year. These 
tests are clearly in the alternative; if either is satisfied, the deduction is 
allowed. 

It is apparent that the two tests may overlap, but they are not synony- 
mous. If the compensation is paid within the taxable year, both conditions 
are satisfied. If payment is made within the 24 month-period, the first 
condition is satisfied even though the second is not. Conversely, even if 
there is no payment within the taxable year or within the 2%4 month- 
period, the deduction is allowed if the stockholder is taxable within the 
taxable year. This last situation is a troublesome one. It arises from the 
rule that the stockholder may constructively receive his compensation and 
be therefore taxable, even though the compensation is not paid by the 
corporation. Thus, if the salary is credited to the stockholder’s account 
at the time it accrues, and if that amount is available for payment and is 
unqualifiedly subject to his demand, he is then taxable even though he 
reports on the cash basis. This latter rule incorporates all the uncertainties 
of the “constructive receipt” problem. 

On the other hand, it has been held, at least by the Tax Court, that con- 
structive receipt within the 214 month-period is not sufficient. There must 
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be a note or other instrument which constitutes actual payment. [Granberg 
Equipment, Inc., 11 T.C. 704 (1948); L. R. McKee, 18 T.C. No. 61 
(1952) ; cf. Anthony P. Miller, Inc. v. Commissioner, 164 F.2d 268 (3d 
Cir. 1947), reversing 7 T.C. 729 (1946), cert. denied, 333 U.S. 861 
(1948). But see Musselman Hub-Brake Co. v. Commissioner, 139 F.2d 
65 (6th Cir. 1943) ]. 

Finally, if the corporation is deprived of the deduction for the taxable 
year in which it accrues, it is not entitled to the deduction in the year the 
stockholder reports his income. 

The purpose of the statute is obviously sound. A corporation should 
not be permitted a deduction for amounts which its controlling stock- 
holder does not report as income. It is submitted, however, that there is 
no need to involve the subtle concepts of constructive receipt and construc- 
tive payment to close the loophole. Nor is there any real need for a 2% 
month-extension for payment. The solution could be a simple ‘“‘consent” 
device, which permits the stockholder to report on his return amounts 
accrued by his corporation even though not received by him. Then, if the 
amount is so reported, it is deductible by the corporation; otherwise, it 
is not. 


No. 5. Allow the Purchaser of Real Estate a Deduction for Any 
Non-Delinquent Property Taxes Which He Assumes and Pays 


On even the simplest real estate transaction the incidences of federal 
tax are not what th. average taxpayer would assume. The most common 
source of irritation is the disallowance to the purchaser of a deduction 
for the non-delinquent real estate taxes which he assumes and pays. The 
result of such disallowance is the possible loss of that deduction to anyone. 
This situation can be avoided by the astute and therefore operates against 
those unfamiliar with the federal tax laws and parties to small transactions 
which do not warrant employment of competent tax counsel. 

Whether the purchaser is allowed a deduction for the property taxes 
which he assumes and pays is dependent upon the time when that tax 
becomes a lien on the property or the vendor becomes personally liable for 
the tax. [Magruder v. Supplee, 316 U.S. 394 (1942) ]. This time varies 
in each taxing jurisdiction, and its determination has resulted in con- 
siderable litigation. [See cases cited in 2 P-H {13,123 (1952)]. The 
economic incidences do not vary as between parties, the effect on the reve- 
nue is nil, and it is believed that the interest of average taxpayers would 
be well served if the federal tax incidence of a transaction followed the 
normal pattern for real estate transactions in the community. Conse- 
quently, it is recommended that any non-delinquent property taxes assumed 
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and paid by the purchaser of real estate be allowed as a deduction to the 
purchaser for federal income tax purpose, regardless of the time when 
those taxes become a lien on the property purchased or the vendor becomes 
personally liable for the tax. 


No. 6. Provide That on the Death of a Partner the Partnership 
Year Does Not End Either as to a Deceased Partner or the Sur- 
vivors, If the Business Continues and the Estate of the Deceased 
Partner Continues to Have an Interest in the Income 


When a partner dies, the income tax consequences to him and to the 
other partners may depend upon the provisions of the partnership instru- 
ment and the state of his domicile. [Guaranty Trust Co. of N. Y. v. 
Commissioner, 303 U.S. 493 (1938) ; Commissioner v. Mnookin’s Estate, 
184 F.2d 89 (8th Cir. 1950) ]. Thus, different tax results may well be 
reached in identical situations even though the business is carried on in 
the same manner and economic results to the partners, other than tax con- 
sequences, are the same. Incidences of tax should show economic reality ; 
and if the business is continued with the estate continuing to share in the 
earnings of the enterprise, the partnership year should be continued for 
all partners, regardless of their state of domicile and of the provisions of 
the partnership agreement. The test then would be merely a factual one 
as to whether the business continued and the estate had an interest therein 
rather than a debate as to the distinction between termination and dissolu- 
tion of the partnership and a construction of the state statutes and de- 
cisions relating to the effect on the partnership of the death of a partner. 
[See Mary D. Walsh, 7 T.C. 205 (1946) ]. 


No.7. Where No Return Is Filed, Provide Six-Y ear Limitation 
Unless Failure to File Is Shown to be Fraudulent 


The statute of limitations is a statute of repose. Its purpose is defeated 
if tax may be asserted many years after the taxable year, when facts have 
been forgotten, records have been destroyed, and income has been spent 
or distributed. Within the last few years there was pending in court the 
case of a college which had never filed returns because it claimed exemp- 
tion. When the Commissioner denied the exemption because of alleged 
private profits, tax was asserted back to its organization in 1924, and 
there were disputes over income and deductions involving every year. The 
fraudulent taxpayer forfeits the protection of the statute, but the tax- 
payer who innocently fails to file a return does not merit similar treatment. 
[See Recommendation VI of the Committee on Federal Income Taxes, 
Section of Taxation (St. Louis Meeting, Sept. 1949) ]. 
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No. 8. Provide That No Penalty Will Be Incurred Where All the 
Income is Reported but the Wrong Form of Return is Used, and 
Protect the Government’s Interest by Inserting Relevant Ques- 
tions on the Principal Income Tax Return 


The penalty for failure to file a particular tax return is often unduly 
harsh, at least where the taxpayer has correctly reported all his income 
on some form. The payment of interest on the deficiency due is a sufficient 
penalty on those taxpayers who’ make an honest effort to play fair with 
their Government, without adding an additional amount which is often 
entirely out of proportion to the seriousness of the taxpayer’s omission. 
The addition of the provision exonerating the taxpayer if he can show 
“reasonable cause” for failure to file has resulted in cases such as Tarbox 
Corp., 6 T.C. 35 (1946), where the imposition of the penalty turned on 
the expertness of the advisor who prepared the taxpayer’s return. This 
test places an undue burden on the taxpayer to determine the relative fitness 
of his tax counsel and imposes a penalty on the taxpayer’s failure to 
evaluate correctly the qualifications of his advisor rather than on an effort 
to evade tax by not filing a return. Therefore, it is recommended that no 
penalty for failure to file a return be imposed where all income is reported 
on some return which is correctly filed. 

In order adequately to protect the Government’s interest, questions 
should be inserted on the principal income tax return which will enable 
an examiner to determine whether any other tax is due. Since the present 
corporate tax return already contains such questions with regard to the 
excess profits tax, the insertion of additional questions to cover the per- 
sonal holding company tax would not cause an undue administrative 
burden on corporate taxpayers. 


No. 9. Convert Elections Into Options to be Exercised So Long 
as the Return is Open, in Instances Such as: (a) Optional Valua- 
tion for Estate Tax Purposes; (b) Consolidated Returns (Origi- 
nal Elections Only). 


The granting of a privilege dependent upon the exercise of an election 
at the time of filing a return results in basing the ultimate tax upon the 
wariness of the taxpayer and not upon his ability to pay. Since those tax- 
payers best able to pay are more apt to have competent advice and thus 
avail themselves of these elections, the result is more apt to levy an undue 
tax upon those least able to pay. Whatever the over-all consequences, the 
effect on the individual taxpayer is one of natural indignation, for while 
all would assume that there might be some penalty for filing a late return, 
few would think that our laws could be so drawn that a late return would 
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cost them substantial rights and thus involve a penalty in no wise related 
to the crime of dilatoriness. 

Likewise, elections exercised without knowledge of the ultimate effect 
should not be the basis for exacting a greater tax than would otherwise 
be due. This has been recognized with respect to excess profits taxes. 


Taxpayers at one time had to elect at their peril the method by which they ' 


would compute their credit, whereas at the present time they are entitled 
to that method which would yield them the greatest credit. [I.R.C. 
§ 434(a)]. Likewise, elections to file joint and separate returns have been 
abolished, and taxpayers are permitted to do that which would result in the 
least tax and put them on the same basis as other taxpayers. 

There remain in the law, however, several provisions requiring the 
election of taxpayers, which often result in undue hardships. The optional 
valuation for estate tax purposes is available only to those who so indicate 
their election on a timely return. There have been instances where the 
estate tax has been increased by several hundred thousands of dollars due 
to the misadventure of a mailing clerk in not getting the return mailed in 
time. Individuals serving as administrator as a favor to the family of 
the deceased have felt compelled to make up substantial deficiencies due to 
the fact that they did not know of the necessity of filing a timely return. 
In either instance, some penalty would be warranted, but it should not be 
a penalty so disassociated from the act itself, as is the comparison of the 
value of the property one year after date of death with its value at the 
time of death. This election should be converted into an option to be 
exercised by the taxpayer so long as the return is open, and penalties for 
late returns should be assessed according to the statutory provisions relat- 
ing to those specific acts. 

This applies likewise to the option for filing consolidated returns. There 
is good reason for requiring affiliated corporations to abide by an election 
once exercised, after they have had the benefit of the election for several 
years, but there would appear to be no more reason for requiring a binding 
original election to file consolidated returns than to require an original 
binding election with respect to computation of the credit for excess 
profits tax. 


No. 10. Exempt From Gift Tax Any Interest Transferred Upon 
the Purchase of Property as Tenants by the Entirety 


It often requires the aid of the Commissioner of Internal Revenue to 
determine whether a gift tax return should be filed when husband and wife 
purchase property as tenants by the entirety. If the husband (or wife) 
applies a portion of the purchase price substantially larger than that 
furnished by his spouse, he must write to the Commissioner advising of 
the ages of himself and his wife at the time of the purchase, obtain from 
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the Commissioner a five figure decimal indicating the value of the right 
to receive a dollar at the death of the husband, and this figure must be mul- 
tiplied by the total purchase price less the mortgage in order to determine 
the interest which was given to the spouse on the purchase. As the mort- 
gage is paid off in subsequent years, gifts are deemed to be made and a 
new decimal must be obtained from the Commissioner if the mortgage 
payments exceed $3,000. [Reg. 108, Sec. 86.2(a) (6); Lilly v. Smith, 
96 F.2d 341 (7th Cir. 1938) ]. 

The reason this procedure has not become a burden to taxpayers is that 
so few observe it. However, the years remain open for subsequent assess- 
ment so long as a gift tax return has not been filed for that year. The 
failure of taxpayers to comply with these requirements is believed to be 
not a matter of wilful neglect but is due to a non-realization of the neces- 
sity of performing such acts. The acquisition of property by husband and 
wife is such a normal everyday matter that not one in a hundred would 
dream that any gift tax consequences ensue. Notwithstanding the necessity 
of filing gift tax returns, all the property so acquired will be included in 
the estate of the person furnishing the consideration for its acquisition. 

To the extent that the gift tax was intended to supplement the estate 
tax, as stated on page 28 of the Report on the 1932 Revenue Bill by the 
Committee on Ways and Means, the imposition of a gift tax on the crea- 
tion of a tenancy by the entirety is unnecessary since no estate tax can be 
avoided in that manner. As a supplement to the income tax to prevent 
dividing income so as to reach a lower surtax bracket, the gift tax is no 
longer needed since the income of husband and wife is now divided regard- 
less of whether property is held as tenants by the entirety. The exemption 
of such transfers from gift tax would, therefore, result in no loss of 
revenue as a result of the application of either the estate tax or the indi- 
vidual income tax. And since any amount paid as gift tax results in a 
credit for estate tax purposes, there should be no noticeable effect on the 
over-all revenue. 

The fact remains, however, that those taxpayers who wish to comply 
with the law and the regulations prescribed by the Commissioner are 
caused no small amount of inconvenience and irritation, with no profit to 
the Government. It is therefore recommended that any interest trans- 
ferred upon the purchase of property as tenants by the entirety be ex- 
empted from gift tax. 

No. 11. Provide That Outright Gifts to Minors Do Not Repre- 
sent Future Interests, Regardless of the Existence or Non- 
Existence of a Guardian 


The annual gift tax exclusion provided for in the Code applies only to 
gifts of present interests. In John W. Keickhefer, 15 T.C. 111 (1950), 
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the Commissioner denied the exclusion and was sustained by the Tax 
Court. The Seventh Circuit Court, however, reversed [189 F.2d 118 
(1951) ], holding that the trust instrument did give the minor beneficiary 
a present interest in the income and corpus. 

In Stifel v. Commissioner, — F.2d — (2d Cir. 1952), the Second 
Circuit Court affirmed the Tax Court’s future interest holding, on the 
ground that there the demand for principal could be made only through 
a guardian and there was none appointed by the trust instrument. In the 
Keickhefer case the minor himself could withdraw principal at any time. 
Some clarification may be forthcoming if the Stifel case goes to the 
Supreme Court. However, this is a field that does not involve a great 
deal of revenue, and there ought to be a simple way that gifts not exceeding 
$3,000 could be made to minors without requiring the filing of gift tax 
returns, etc. 


No. 12. Provide That Installment Option is Available Even 
Though No Payment is Made in Year of Sale 


Section 44(b) permits the spreading of income from installment sales 
where the initial payment does not exceed 30 per cent of the selling price. 
The Bureau takes the position that while an initial payment of $1.00 will 
qualify, zero will not, so that profit on an otherwise qualified installment 
sale may be taxed in its entirety in the year of sale (accrual basis) if for 
any reason the first payment is not made within the same taxable year. 
[G.C.M. 12148, XII-2 Cum. Butt. 57 (1933) ; Reg. 111, Sec. 29.44-2]. 
There is no reason for this distinction, which is a trap for the unwary. 
[See Recommendation VIII, Committee on Federal Income Taxes, Sec- 
tion of Taxation (St. Louis Meeting, Sept. 1949) ]. 


No. 13. Allow an Income Tax Deduction in the Last Return of 
a Decedent for Medical Expenses Paid Within a Year After 
Death 


Medical expenses are allowed in the year of payment, not when incurred. 
The expenses of a last illness may be very heavy yet are frequently not 
paid until after death, so that the deduction is lost. While it would be 
consistent with section 126 to allow the expenses to the estate rather than 
in the decedent’s final return, a result more consistent with section 23(x) 
is achieved by allowing the deduction to the decedent, since the “‘extra- 
ordinary” character of the expenses is best measured against 5 per cent 
of his income not that of the estate. Furthermore, the estate of one whose 
principal source of income was his own earnings may have little income 
against which to offset the deduction. 
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No. 14. Clarify Alimony Provisions With Respect to “Incident 
to Divorce,’ So That Payments (Other Than Property Settle- 
ments) After Divorce Will Be Allowed As Alimony Deductions 
Regardless of Time or Circumstances of Execution or Amend- 
ment of Agreement 


Congress in 1942 departed from its time-honored principle of taxing 
income to the earner rather than the recipient, and provided that the por- 
tion of a man’s income which he was required to share with his divorced 
wife should be taxed to her and not to him. The reason for the change 
was that the burden of high tax rates, falling entirely on the ex-husband’s 
share, might leave him with little or nothing, while his ex-wife received 
a tax-free bonanza. [See Russell v. Russell, 142 F.2d 753, 754 (D.C. Cir. 
1944), quoting the Congressional hearings]. That problem is equally 
acute whether the alimony was fixed by court decree, by agreement at the 
time of divorce, by a separation agreement years before the divorce (which 
survives the decree), or by post-divorce amendment of an agreement. Yet 
some courts have read literally the statutory phrase “incident to divorce” 
and have demanded evidence that the agreement was entered in contempla- 
tion of divorce and was not subsequently amended. The cases are re- 
viewed in 1 Rabkin & Johnson, Federal Income, Gift and Estate Taxation 
§ 4.08(3) and (5) (1951). The inequity has become the more pro- 
nounced since the 1948 Act, for now a man still married can split his 
income, and a divorced man who timed his alimony agreement properly 
can shift tax to his ex-wife on the amount she shares, but a divorced man 
who settled with his wife too early or too late can do neither. The con- 
tinued uncertainty in the cases, ten years after adoption of the provision 
[See Lerner v. Commissioner, 195 F.2d 296 (2d Cir. 1952)], makes it 
difficult to plan properly for the amount of alimony to be agreed on, since 
the parties’ assumptions respecting who will bear the tax may prove to be 
erroneous. [See Recommendation II of the Committee on Federal Income 
Taxes, Section of Taxation (St. Louis Meeting, Sept. 1949) ]. 


No. 15. Allow the Transferee in a Section 24(b) Transaction 
the Use of the Transferor’s Basis in Determining Gain 


When property is transferred by sale between related parties as defined 
in section 24(b), no loss is recognized, but the purchase price becomes the 
basis of the transferee on any future disposition. See 2 P-H 913,754 
(1952). The purpose of section 24(b) was to regard the family as a unit 
for some purposes, and the end result of a present transaction which 
comes within section 24(b) is the loss to the family of a portion of its 
basis for purposes of computing gain or loss on subsequent disposition. 
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This loss or reduction of basis may be necessary for purposes of computing | 


loss on subsequent disposition in order to prevent the shuffling of losses 
within the family as may best fit its desires. Similiar considerations have 
been recognized in the Code provisions regarding the basis of property, 
where fair market value at the time of the gift becomes the basis for the 
computation of loss on subsequent disposition if that fair market value 
is lower than the transferor’s basis. [I.R.C. § 113(a) (2) ]. 

The present recommendation will treat a section 24(b) transaction 
in the same manner as gifts are now treated. The basis of the transferor 
will be recognized for computing gain on subsequent disposition, but the 
computation of any subsequent loss would continue to be on the basis of 
the cost to the transferee. 


' 





Federal Income Taxation Of Intangible 
Assets 


JAMES M. PINES 


a assets are the properties of a business firm which other 
firms cannot duplicate freely in the marketplace. Examples of these are 
leases, patents, copyrights, trademarks, and franchises, whereas a ton of 
coal or a red brick building or a machine that anybody can buy are tangible 
assets. One obvious difference between these two kinds of assets is that the 
tangibles seem to be physical “things” while the others are merely legal 
rights, and this difference is used by accountants to separate them on 
balance sheets.* But the dichotomy of physical and non-physical assets 
is of little help in understanding the taxation of intangibles, for it hides 
the more important distinction, which is that each of these non-physical 
assets generally gives its owner a kind of monopoly while the others usually 
do not. This distinction has been the basis of an elaborate economic theory 
which can be used to criticize the way intangibles are taxed.* 

The theory starts with an assumed condition of “pure competition,” a 
society in which many firms, producing an identical product, buy labor 
and raw materials from competing sellers.* If all these producing firms 
are free to enter or leave business at any time, none of them will make 
more than the “normal profit,” 7.¢., the smallest profit that it takes to keep 
them in business.’ A higher profit would attract more firms and lead to 
an increase of production, until the point is reached where prices fall and 
profits return to the normal level.° If the use of any capital asset brings a 


James M. Pines (B.A., Bard College; M.A., Harvard University; LL.B., Yale Law 
School) is a member of the New York Bar. 

1 May, Income Taxes and Intangibles, 79 J. Accountancy 124, 128 (1945), defines 
intangible assets as the capitalized value of superior earning power. Superior earning 
power arises because the assets cannot be duplicated. Standard discussions of intangible 
asset accounting implicitly recognize this. See Kester, ApvANCED AccouNTING, c.15 
(4th ed. 1946) ; Avery, Accounting for Intangible Assets, 17 AccountiNnG Rev. 354 (1942). 

2Yanc, GoopwILL AND OTHER INTANGIBLES 4-5 (1927). 

3 Boutpinc, Economic ANALysis (2d ed. 1948) is a good introduction to the theory 
of pure competition. CHAMBERLIN, THE THEORY OF Monopotistic Competition (1933) 
was the first to adapt pure competition theory to include treatment of intangible assets. 

4 CHAMBERLIN, THE THEORY OF Monopottstic Competition, c. II. (3d ed. 1938). 

5 BouLDING, op. cit. supra note 3, at 457. 

8 Jd. at 479. 
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large profit, other firms will immediately buy it on the market and use it in 
production.” The price of such an asset rises, the price of the product made 
with it falls as production increases, and profits decline to the normal level.* 
The cost of assets to the firm will be the same as their value to other firms, 
since all firms buy on the same markets and none can make more than 
normal profit. 

This state of affairs changes when intangible assets are added to the 
system. A firm can then produce a unique product and the competition 
of other firms will not necessarily reduce its profits to the normal level.’ 
For example, no matter how many firms make and sell soft drinks, the 
profits of the “Coca-Cola” firm may indefinitely remain higher than is 
necessary to induce it to continue in business. Exclusive rights to use its 
name and formula (two intangible assets) give the Coca-Cola Company 
an advantage which others may never be able to match. 

Intangible assets do not always bring this greater profit. They are often 
abandoned for failing to earn even a normal profit over cost. The direct 
relation between cost of an asset and its earning power, present when com- 
petitors make an identical product, disappears when intangible assets give 
the respective firms slightly different products.*° No matter how much 
competition is present, a firm may continue to get a monopoly return on 
its capital investment. It may be physically or legally impossible for others 
to copy exactly a product that pleases consumers, and their limitations do 
not necessarily reduce the high profits of the original producer.” 

Any asset which other firms cannot duplicate may bring its owner a 
monopoly profit, and the problem of reflecting this fact on books of account 
is a difficult one. The smile of a friendly clerk, if it attracts more cus- 
tomers than the smiles of other clerks, is as much an intangible asset as 
the lease on a desirable corner or a liquor license when the number of 
authorized licenses is limited.** Accordingly, after assigning values to 
patents, trademarks, and some of the other more obvious types of in- 
tangibles, accountants lump all the rest together and call them “good 
will.” ** 

Business firms own any number of intangible assets, some temporarily 
earning less than a normal return, others earning more. Since tangible 


7 SticLerR, THE THeory or Price 179-180 (1947). 

8]d. at 183. 

9 CHAMBERLIN, Of. cit. supra note 4, at 82. 

10 BouLDING, op. cit. supra note 3, at 277. 

11 An intangible asset may continue to produce more than normal profit throughout the 
life of an enterprise. See Preinreich, Goodwill in Accountancy, 64 J. AccounTANcy 28 
(1937). 

12 CHAMBERLIN, Op. cit. supra note 4, at 63. 
18 LEAKE, COMMERCIAL GOODWILL 14 (1948). 
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assets freely acquired on the market assumedly bring only the normal 
return, a total profit greater than the return which is normal in the par- 
ticular field must be due to the intangible assets.** 

It is very difficult to say how much any one intangible has added to the 
total profit.” Accountants value intangibles at their cost to the firm, but 
these figures often tell nothing of the assets’ relative earning powers.*® 
When a business is sold, accountants estimate the separate values of various 
intangibles, and their estimates fix the taxes to be paid by the buyer and 
the seller. There is considerable flexibility in the selection of these values, 
and even though the total value of intangible assets is the same, different 
allocations within a group have different tax results.*’ Closer examina- 
tion of the nature and taxation of particular intangibles shows little if 
any basis for this variation in result and suggests an alternative treatment 
more consistent with the economic role of intangible assets. 

The proceeds of patents are taxed when they are sold or licensed. If 
they are used in business, the income they produce is taxed. The tax 
authorities’ attitude toward the amortization of patent costs and the de- 
ductibility of particular cost items affects the amount of income that is 
taxable and the period in which it must be reported. 

The tax life of a patent begins when its inventor starts to spend money 
on it. These expenditures, whether made by the research department of 
a large corporation or by a single inventor working at home, make up the 
patent’s cost.** The cost figure is the patent’s basis in fixing capital gain 
when it is sold*® and in computing the annual amortization deduction 
allowed *° when it is used in the inventor’s business. If a project is 
abandoned without yielding a patent, the expenses are deductible as 
business expenses or business losses.™ 

For tax purposes a patent is like any other depreciating asset added to 
invested capital. Its cost is deducted during the time it is earning income.” 
Money spent to develop trademarks, distribution channels, customer good 


14 YANG, Op. cit. supra note 2, at 93. 

15 Paton, AccoUNTANT’S Hanppook 838 (3d ed. 1945); CHAMBERLIN, op. cit. supra 
note 4, at 62. 

16 YANG, op. cit. supra note 2, at 167. 

17 The strategy involved in choosing values for the various intangibles is discussed in 
Carson, Problems in Buying and Selling Patents and Trademarks, 27 Taxes 1087 (1949) ; 
Dillon, Allocation of Purchase Price in Sale of Business Assets, 15 Nev. St. Bar J. 
141 (1950). 

18 Stream, Pioneering Activities, 26 Taxes 64 (1948). 

19 T.R.C. §113(a). 

20 Reg. 111, Sec. 29.23(1)-7. 

21 Perine Machinery Co., 22 B.T.A. 450 (1931); Hart-Bartlett-Sturtevant Co. v. 
Comm’r, 182 F.2d 153 (8th Cir. 1950) ; Dresser Manufacturing Co., 40 B.T.A. 341 (1939). 

224 MERTENS, FEDERAL INCOME TAXATION §25.17 (1942). 











234 TAX LAW REVIEW [Vol. 8: 


will, and similar intangible assets is treated differently; it can only be 
deducted in the year it is spent, and then only in limited amounts.” If 
deductions for “advertising and selling expenses” are considered excessive, 
the Commissioner contends that a capital asset of indefinite life has been 
created and refuses to allow deduction of the cost until that life has 
ended.** By that time the deduction may be of little benefit. 

The treatment of patents differs from that of trademarks because 
patents are assumed to have a definite income-producing life, the 17-year 
period of the legal grant.** As long as a trademark is being used, there 
is no legal limit to its life.** The bundle of intangible assets called “good 
will” likewise has the legal capacity to produce income indefinitely.” And 
so, while the costs of a patent are deductible over the 17-year period, most 
of the costs of other intangibles are never deductible from the revenue 
produced during their lifetime. 

So far we have been talking about intangible assets developed and used 
by the same firm. Tax policy is more complicated when the assets are 
acquired by purchase or exchange. 

By their very nature some types of intangibles must be secured from 
outside the firm. During the course of internal operations, no business 
develops a franchise or a covenant not to compete. Patents, trademarks, 
and good will, in contrast, may be created within the firm or may be 
acquired by purchase. The cost of a purchased intangible is part of the 
purchaser’s total business investment.”* 

While the seller of an intangible tries to have his profit taxed as capital 
gain rather than ordinary income, the buyer’s objective is to establish the 
most advantageous way of deducting the cost from his taxable income.” 
Ordinarily, he will prefer to spread his deductions over several years in 
order to offset income otherwise taxable at the highest rates. 

The seller of a patent can report his profit over unamortized cost as a 
capital gain if he avoids a few simple pitfalls. He must first convince the 
Commissioner or the Tax Court that he sold, rather than licensed, his 
patent, because royalty payments for licensing are treated as ordinary 
income.*° An agreement is a sale, even if labelled “license” and calling 


23 X-Pando Corporation, 7 T.C. 48 (1946) ; Reg. 111, Sec. 29.23 (1)-3. 

244 MERTENS, FEDERAL INCOME TAXATION §25.27 (1942). 

25 Reg. 111, Sec. 29.23(1)-5-(1)-8. 

2615 U.S.C. §$1058-1059 (1946). 

27 Union Metal Manufacturing Co., 1 B.T.A. 395 (1925); R. Bryson Jones, 17 B.T.A. 
1213 (1929). 

28 YANG, op. cit. supra note 2, at 187. 

29 See note 17 supra. 

30 Fincke, An Analysis of the Income Aspects of Patents, Copyrights, and Their 
Analogues, 5 Tax Law Rev. 361 (1950). 
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for periodic payments, as long as it is a grant of the exclusive right to 
“make, use and vend” the patented article within a given area.** After 
the transaction is denominated a sale, the next problem is to avoid having 
the patent classified as “held primarily for sale to customers in the ordinary 
course of trade or business.” If it is so classified, the seller cannot take 
advantage of the capital gains provisions.*” The business of inventing 
and selling patents being a somewhat uncertain way to earn a living, 
patentee taxpayers are usually able to prove that their patents were de- 
veloped as a hobby or as a sideline of other employment.* A corporation 
selling a patent has a more serious obstacle. If the Commissioner shows 
that development of the patent was a “normal, logical and natural phase” 
of its other business, the sale is subject to ordinary income rates.** 

Another possible difficulty is the requirement that capital assets be held 
six months before sale. This requirement is eased for patents because only 
the “completed conception of the invention” or “the idea reduced to 
practice” and not the granted patent right need be held for the required 
period.** 

The patent seller’s gain is taxed, and the buyer deducts his cost during 
the remaining life of the patent. This means that the same amount of 
income is taxed whether the patent changes hands or not, for (in theory 
at least) the seller’s gain is nothing more or less than the present value 
of expected future gains which would be taxed in the future if the asset 
remained in the same hands.*® 

The sale of other intangible assets has a different tax result. Trade- 
marks, trade names, good will, and covenants not to compete all contribute 
to the pool of extra profit gained by using intangible assets. When a going 
business is sold, any part of the purchase price not allocated to specific 
assets is called the cost of good will.** The content of good will depends 
upon what intangibles are separated from it. Even patents are sometimes 
left in the good-will pool. All the intangible sources of extra profit provide 
competitive advantages and it is difficult to estimate the relative importance 
of one of them at any particular time. 

The useful life of good will and trademarks is uncertain. They have 
the legal capacity to last as long as the business does but may, in fact, be 


81 Waterman v. MacKenzie, 138 U.S. 252 (1891). 

82 T.R.C. §117(a) (1) (B). 

338 Leo P. Curtin, 6 TCM 457 (1947). 

84 Leo M. Harvey, 6 TCM 312 (1947). 

85 Edward C. Myers, 6 T.C. 258 (1946) ; Carl G. Dreymann, 11 T.C. 153 (1948). 

86 See FisHer, NATURE OF CAPITAL AND INCOME 189 (1919). 

87 Wolkstein, Goodwill in Federal Taxation, 71 N.J.L.J. 19(1948) ; YANG, op cit. supra 
note 2, c. 5. 
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made useless at any time by successful competitors.** The buyer of a going 
business cannot predict how long the trademark or good will may continue 
producing extra profits. 

A covenant not to compete, granted for a limited period, is treated as 
an intangible asset of definite income-creating life.** Its benefits, increas- 
ing income by reducing competition, continue long past the period fixed 
by the agreement. Frequently the owner of the covenant forms customer 
attachments that are not impaired when the covenantor returns to com- 
pete.*” These attachments may last as long as the business does. Thus the 
covenant’s legal life may be much shorter than its income-producing life. 

The same proposition is true of patents. The holder makes extra profits 
long after the 17 years have elapsed, which are attributable to the head- 
start given by the patent.** If legal life and income-creating life are not 
confused with each other, it is clear that attempts to attribute a specific 
sum of income to a particular intangible are bound to be futile. The pool 
of extra profit results from all of them. If this were recognized, we could 
avoid some of the senseless distinctions devised in the taxation of agree- 
ments not to compete. 

Under certain circumstances, the seller of an agreement not to compete, 
like the seller of a patent, can have his profit taxed as a capital gain. He 
shows that his promise is an integral part of the business he transfers, 
“inseparable from the conveyance of his business, and its good will as a 


99 42 


going business. If, however, the convenantor is only withdrawing 


from a business and not selling it, his settlement with the remaining part- 
ners is taxed as income.** Apparently, after a sale, the seller shows that 
his covenant was “inseparable from the conveyance”’ by proving that the 
parties dealt with it as a separate item during their negotiations.** The 
Commissioner will usually contend that part of the sales price is income 
to the vendor for not working and should be taxed at income tax rates. 


88 CHAMBERLIN, Of. cit. supra note 4, at 82. 

39 Christensen Machine Co. v. United States, 50 F.2d 282 (Ct. Cl. 1931) ; B. T. Babbitt, 
Inc., 32 B.T.A. 693 (1935). 

40 These customer attachments are mentioned in CHAMBERLIN, op. cit. supra note 4, 
at 69. 

41 “Tt js inevitable that the granted power of exclusion should affect entry into the 
trades making use of, or vending, the invention.” Abramson, Economic Bases of Patent 
Reform, 13 LAw & Contemp. Pros. 339, 347 (1948). See HAMILTON, PATENTS AND FREE 
Enterprise 157 (TNEC Monograph 31, 1941). 

42 Toledo Newspaper Co., 2 T.C. 794 (1943) ; Pennsylvania Salt Mfg. Co., 18 B.T.A. 
1148 (1930). 

43 Estate of Mildred K. Hyde, 42 B.T.A. 738 (1940). 

44 Aaron Michaels, 12 T.C. 17 (1949) ; Cox v. Helvering, 71 F.2d 987 (D.C.Cir. 1934). 
This is also the conclusion of Kamens and Ancier, Tax Consequences of a Covenant Not 
to Compete, 27 Taxes 891, 896 (1949). 
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Since the factors which confer economic value on the covenant not to 
compete and on the good will conveyed are identical, differences in tax 
treatment as between them are based on nothing but differences in 
labelling.*° 

When a man buys a business, he bargains for future extra profits. The 
seller gets part of the expected future profits in the present because he built 
up the intangible assets that will bring them. Agreeing not to compete, 
the seller promises not to seek the return of his early labors for himself. 
The net effect is a reallocation of future incomes between buyer and seller, 
whether there is a “separable” covenant, an inseparable one, or no covenant 
at all. Hence, there is no justification for taxing the sale of “good will” 
as a capital gain while the sale of a promise not to compete may result in 
ordinary income. 

The receiver of a promise not to compete, made for a definite time, can 
deduct the cost of the promise over its legal life.** The purchaser of good 
will is not allowed to deduct its cost because good will is presumed to 
produce income throughout the life of the business.*7 The rationale is 
that depreciation allowances should not be permitted for good will because 
the asset does not decline in value over a period of time. This ignores the 
continual variation of the intangible assets that make up good will and the 
fluctuations in the value of good will brought about by the successes of 
competitors. 

There is a superficial consistency in the treatment of buyer and seller. 
If the consideration received by the seller for his agreement not to compete 
is treated as income, the buyer is allowed to take deductions for it.** 
Where the seller is given a capital gain for the sale of good will, the 
buyer gets a non-amortizable capital asset.*® Under the surface, negotia- 
tions between buyer and seller become a struggle for the tax advantages 
which follow from one or another mode of allocating the price among 
the various intangibles, each of the parties trying to guess how the Com- 
missioner will react to his allocation. 

The same arbitr. ~y distinctions are made in the taxation of trademarks. 
The same separabiiity rule is applied when a promise not to compete and 
the right to use a trademark are sold together. The seller argues that the 
two cannot be separated while the buyer claims that all he cared to ac- 


45 See Rodney B. Horton, 13 T.C. 143 (1949) and Ethyl M. Cox, 17 T.C. 1287 (1952) 
for futile discussions arising from failure to recognize this. 

46 Toledo Blade Co., 11 T.C. 1079(1948), aff'd per curiam, 180 F.2d 357 (6th Cir. 1950), 
cert. denied, 340 U.S. 811(1950). 

47 See note 27 supra. 

48 Toledo Blade Co., 11 T.C. 1079 (1948) ; Toledo Newspaper Co., 2 T.C. 794 (1943). 

49 Kamens and Ancier, supra note 44, at 891. 
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complish in the transaction was getting rid of his competitor for a definite 
period of time.°° 

The trademark situation differs slightly from the treatment of patents. 
A trademark, like a patent, may be licensed for periodic payments. These 
payments or royalties are income to the licensor and deductible expenses 
to the licensee." But (unlike the disposition of a patent) if the transferor 
can prove a sale instead of a license and get his capital gain, the buyer can- 
not deduct the cost of the trademark.®? This is true, too, if the court rules 
that the seller’s trademark was not separable from the rest of his busi- 
ness.** The theory is that exclusive use of the trademark may continue as 
long as the buyer wishes, and there is therefore no reasonable basis for 
writing it off. The buyer can usually get a deduction for decline in the 
trademark’s value only by selling it.** 

The seller of intangible assets gets a tax saving by showing that he sold, 
rather than licensed, assets of indefinite legal life or a patent. The buyer 
is unable to amortize his costs for tax purposes unless he can prove that 
specific intangibles produce income for a definitely limited period. Except 
in the sale of patents, transfers are classified similarly for buyer and seller, 
i.e., if the seller must pay income tax on the sale of an asset, the buyer 
gets a deduction, and if the seller pays on capital gain, the buyer is not 
allowed to amortize his cost. Since buyers can get deductions and sellers 
still get capital gain when patents are sold, buyers and sellers join interest 
to assign as much of the purchase price of a business to patents as they 
possibly can. 

The simplest procedure for aSsuring that income is taxed as income 
and that only the real expenses of producing it are deducted is to tax all 
intangible assets in the same way. If it is considered desirable to allow 
a capital gains rate on all sales of intangibles, including patents, the basis 
for depreciation or amortization should be limited to their original de- 
velopment cost, regardless of purchase price, and sensible estimates of 
income-producing life should be made for all. Keeping the basis for com- 
puting capital gain independent of the basis for figuring amortization 
would end the need to allocate purchase price among various intangibles 
so as to maximize tax advantages. Since the pool of extra profit is the 

50 See B. T. Babbitt, Inc., 32 B.T.A. 693 (1935) ; Ethyl M. Cox, 17 T.C. 1287 (1952). 

51 Seattle Brewing and Malting Co., 6 T.C. 856 (1946), aff’d per curiam, 165 F.2d 216 
(9th Cir. 1948) ; Rainier Brewing Co., 7 T.C. 162 (1946), aff'd per curiam, 165 F.2d 217 
(9th Cir. 1948). 

52 CARSON, op. cit. supra note 17, at 1090. 

53 Ellen J. Franklin, 6 TCM 1099 (1947) ; Mrs. Franklin’s Shops of Philadelphia, P-H 
T.C. Mem. Dec. 944,135. 

54 Red Wing Malting Co. v. Willcuts, 15 F.2d 626 (8th Cir. 1926) precludes the pos- 


sibility of getting an obsolescence deduction. See 5 MERTENS, FEDERAL INCOME TAXATION 
§28.14 (1942) ; LR.C. §117(e)1. 
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product of all the intangibles together rather than of each specific type, 
these allocations are at best extremely arbitrary. They serve no rationally 
defensible purpose and can easily be dispensed with. 

The object of this suggestion is to keep sales of intangible assets from 
influencing the calculation of taxable income. Since the buyer of in- 
tangibles would be permitted the same depreciation deductions allowed 
the seller and no more, the computation of ordinary income would be un- 
affected by a sale. The capital gains tax could be kept independent of the 
income tax in the taxation of intangibles, and efforts to shift future income 
from one to the other would be deterred. The basis for computing capital 
gain would be simplified. The purchaser of a going business, know- 
ing that the total amortization of intangibles for figuring income tax is a 
fixed quantity, will adjust his offer accordingly. Bargaining would con- 
centrate more on the economic values involved in the transaction, and 
attempts to establish a specious allocation of purchase price among various 
intangibles would be futile. 








Business Expenses Contrary To Public 
Policy: An Evaluation Of The 
Lilly Case 


JOSEPH J. SCHWARTZ 


ae decision of the Supreme Court in the Lilly case,* if not the end of 
the journey with respect to the vexing problems of public policy and in- 
come tax deductions, is at least an important milestone along the way. 
The Lilly decision reaffirms and delineates certain principles governing 
the deductibility of business expenses of dubious morality and attempts 
to set a standard or formula by which such expenses may be judged for 
tax purposes. How well and to what extent it succeeds in laying to rest 
the doubts and uncertainties in this field are among the factors which this 
paper will attempt to point out and evaluate. 


THE NARROWING OF THE MEANING OF SECTION 23(A) 


Section 23(a) of the Internal Revenue Code * defines those trade or 
business expenses which may be allowed as deductions from gross income 
simply as “all the ordinary and necessary expenses paid or incurred during 
the taxable year in carrying on any trade or business, ....” Thus, 
granted their applicability to the trade or business, the Code requires only 
that such expenses be ordinary and necessary,® and nowhere in the Code 


JosepH J. Schwartz is a Certified Public Accountant, a member of the New York 
Bar, and partner in the law firm of Schwartz & Meyers. 

1 Lilly v. Comm’r, 343 U.S. 90 (1952). 

2T.R.C. §23(a) (1) (A). 

3 The Supreme Court has held that the Code must be strictly complied with in its 
requirement that the expenses must be both ordinary and necessary. Welch v. Helver- 
ing, 290 U.S. 111 (1933). With respect to the requirement that the expenditure be 
ordinary, the Supreme Court stated (at 114): “Ordinary in this context does not 
mean that the payments must be habitual or normal in the sense that the same taxpayer 
will have to make them often. A lawsuit affecting the safety of a business may happen 
once in a lifetime. The counsel fees may be so heavy that repetition is unlikely. None the 
less, the expense is an ordinary one because we know from experience that payments for 
such a purpose, whether the amount is large or small, are the common and accepted means 
of defense against attack. Cf. Kornhauser v. United States, 276 U.S. 145, 72 L. ed. 505, 
48 S.Ct. 219. The situation is unique in the life of the individual affected, but not in the 
life of the group, the community, of which he is a part.” 
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or regulations is there a specific prohibition of the deduction of ordinary 
and necessary business expenses on the ground that they violate “public 
policy.” * Despite the absence of statutory limitation, however, the Bureau 
and the courts have from time to time narrowed the generally accepted 
meaning of the language used in section 23(a) “in order that tax deduc- 
tion consequences might not frustrate sharply defined national or state 
policies proscribing particular types of conduct.” ° They have recognized 
that penal and regulatory statutes may be frustrated by granting tax deduc- 
tions to expenses incurred in violating statutes and that the Code should 
not be used as an auxiliary instrument to violations. 

Because it is equally true that the maintenance of traditional moral and 
ethical standards may be frustrated by granting tax deductions to expenses 
incurred in violating these standards, the courts have extended the prohi- 
bition of deductions into this area as well and have often used a public 
policy test as a yardstick for tax deductions under section 23(a). The 
denial of deductions for public policy reasons, however, has given birth to 
new predicaments. Chief among these is the question whether it is the 
function of the Code to enforce moral and ethical standards that are not 
otherwise protected by law. 

In narrowing the meaning of the language of section 23(a), the Bureau 
and the courts have had as their targets many kinds of business expense. 
These may be grouped loosely into three related and often overlapping 
categories: (1) fines and payments to the federal, state, or local govern- 
ments for violations of statutes and ordinances; (2) expenses in connec- 
tion with illegal business activities; and (3) expenses on the borderline 
of business morality or legitimacy. 

With respect to the first category, there is a long history of litigation 
throughout which the courts have generally held that fines, so-called penal- 
ties, and other payments to the federal, state, or local governments for 
violations of statutes and ordinances are not deductible.® In the second 
category the decisions have differentiated between two types of expense, 


4 Lilly v. Comm’r, 343 U.S. 90, 94 (1952). 

5 Comm’r v. Heininger, 320 U.S. 467, 473 (1943). 

® Great Northern Ry. Co. v. Comm’r, 40 F. 2d 372 (8th Cir. 1930), cert. denied, 282 
U.S. 855 (1930) ; Chicago, R. I. & P. Ry. Co. v. Comm’r, 47 F.2d 990 (7th Cir. 1931), cert. 
denied, 284 U.S. 618 (1931) ; Burroughs Bldg. Material Co. v. Comm’r, 47 F.2d 178 (2d 
Cir, 1931) ; Tunnel R.R. of St. Louis vy. Comm’r, 61 F.2d 166 (8th Cir. 1932), cert. denied, 
288 U.S. 604 (1933) ; Columbus Bread Co., 4 B.T.A. 1126 (1926); Atlantic Terra Cotta 
Co., 13 B.T.A. 1289 (1928) ; The Kansas City Southern Railway Company, 22 B.T.A. 949 
(1931) ; Scioto Provision Company, 9 T.C. 439 (1947) ; Garibaldi & Cuneo, a Corporation, 
9 T.C. 446 (1947); New Orleans Motor Company, Inc., 8 TCM 643 (1949). But cf. 
Jerry Rossman Corporation v. Comm’r, 175 F.2d 711 (2d Cir. 1949) (deduction permitted 
where violation was inadvertent and was voluntarily disclosed by taxpayer); National 
Brass Works, Inc. v. Comm’r, 182 F.2d 526 (9th Cir. 1950), reversing 8 TCM 286 (1949). 
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disallowing expenditures made for protection from raids and arrest,’ as 
well as legal fees spent in defending against criminal prosecution,* whereas 
they have generally permitted deductions for salaries and other expenses 
incurred in earning income in the operation of the illegal business.° 

The deductibility of expenses in the third category, however, presents 
what is in many ways the most subtle and perplexing problem. Stated 
simply, the problem may resolve itself into such a determination as: at 
what point in the gamut of business expenses—ranging from payments 
made in outright violation of a specific statute to those which offend some 
aspect of public policy or business ethics—does the expense become non- 
deductible? In two important milestone cases, the Heininger case *° and 
the Lilly case, the Supreme Court has attempted to formulate a standard 
by which this problem may be resolved. 


Tue HeErIninGER CASE 


The Heininger case arose with respect to the deduction of legal expenses 
incurred by a taxpayer in resisting charges that he had violated a federal 
statute. Held to these facts, the decision may seem to have a limited ap- 
plication, but the Supreme Court in the Heininger case formulated im- 
portant principles of law which have had wide influence in subsequent 
cases. The Heininger doctrine has been applied to permit the deductibility 
of price control violation penalties. It has also been used as the basis for 
the decision of the Supreme Court in the Lilly case. 

In the Heininger case the taxpayer, a dentist, operated a mail order 
business in false teeth. The Postmaster General found that statements 
made in his advertisements were misleading as well as overly optimistic, 
and a fraud order was issued depriving the taxpayer of the use of the 
mails in the operation of his business. Because a denial of access to the 
mails meant destruction of his business, the taxpayer engaged counsel and 
sought to enjoin the enforcement of the fraud order. He was eventually 
unsuccessful, and thereafter in filing his tax return the taxpayer deducted 
from his gross receipts the lawyer’s fees and the other expenses incurred 


7 Cohen v. Comm’r, 176 F.2d 394 (10th Cir. 1949) ; Anthony Cornero Stralla, 9 T.C. 
801 (1947); Ralph Leonard Polk, 7 TCM 51 (1948); Fred D. Clemons, 7 TCM 81 
(1948). 

8 Anthony Cornero Stralla, 9 T.C. 801 (1947) ; Ralph Leonard Polk, 7 TCM 51 (1948) ; 
Simon Bloom, 7 TCM 517 (1948). 

9 Cohen v. Comm’r, 176 F.2d 394 (10th Cir. 1949); Ralph Leonard Polk, 7 TCM 51 
(1948) ; Fred D. Clemons, 7 TCM 81 (1948). The reasoning is that since the Code taxes 
net income and not gross income, the allowance of such deductions does not give the 
illegal business any tax advantage over other business. 

10 Supra note 5. 

11 Supra note 1. 
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in the extensive litigation. The Commissioner denied the deduction on 
the ground that it did not constitute an ordinary and necessary expense 
of the taxpayer’s mail order business. 

The Supreme Court, however, pointed out that the taxpayer’s legal 
expenses were both “ordinary and necessary” in the commonly accepted 
meaning of the words. For the taxpayer to employ counsel in good faith ** 
to defend his business from threatened destruction was a normal and ap- 
propriate response on his part. A finding, therefore, that his course of 
conduct and the expenses which it involved were extraordinary or un- 
necessary would be “to ignore the ways of conduct and the forms of speech 
prevailing in the business world.” ** 

Having determined that the deduction complied with the strict wording 
of section 23(a), and noting that the language of the section contains no 
express reference to the lawful or unlawful character of the business 
expenses to be deducted, the Court then suggested that a further test be 
applied. If the taxpayer’s expenses were to be denied deduction, said the 
Court, it must be because allowing the deduction would frustrate the 
sharply defined policies of the statute under which the Government claim 
of fraud was sustained. This did not hold true here because the policy 
of the statute in question is not to impose personal punishment on vio- 
lators but to protect the public from fraudulent practices. Therefore, a 
denial of the deduction would attach to the statute an overriding tax 
penalty which Congress never authorized or intended.** Thus the Supreme 
Court properly removed the emphasis in determining what violates public 
policy from fanciful interpretations of the words “ordinary and necessary” 
and encouraged the application of a more realistic test. This test has 
since found wide application. 

The decision in the Heininger case was a revolutionary one and gave 
rise to some interesting lower court decisions. In Commissioner v. Long- 


12 The good faith of the taxpayer would seem to be a requirement in such a case in 
order that violators (and particularly those in the higher tax brackets) may not be 
encouraged to institute litigation simply because the attorney’s fees are deductible. 

18 See Comm’r v. Heininger, supra note 5, at 472. The Court felt the instant expenses 
to be no less ordinary or necessary than those resulting from the defense of a damage suit 
based on malpractice, or fraud, or breach of fiduciary duty, all of which have been held 
deductible regardless of whether successful or not. S.M. 4078, V-1 Cum. Buti. 226 
(1926) ; Helvering v. Hampton, 79 F.2d 358 (9th Cir. 1935) ; Isaac P. Keeler, 23 B.T.A. 
467 (1931) ; Kornhauser v. United States, 276 U.S. 145 (1928). 

14 Despite the distinction drawn by the Court between a statute which seeks to punish 
the violator and one which seeks to protect the public, it would seem that the rule in the 
Heininger case should apply to one as well as to the other. Even in a statute with penal 
consequences to the violator, an additional tax penalty would not be a punishment ordi- 
narily contemplated in the statute. It would seem, therefore, that the proper rule would 
be to permit the deduction of attorney’s fees incurred in opposing Government claims 
where either type of statute is involved. 
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horn Portland Cement Co.,° where the taxpayer compromised an anti- 
trust suit without admitting the truth of the allegations, the Fifth Circuit 
Court of Appeals held that under the rule of the Heininger case the counsel 
fees in connection with the suit were deductible, but the Court interpreted 
the compromise payment as being a penalty and for that reason denied 
deduction thereof. 

In a well known price control case,’® however, the Second Circuit Court 
of Appeals went so far as to concede that the Heininger rule permitted 
the deduction of even a penalty. In the Jerry Rossman case the taxpayer, 
upon learning that it had inadvertently overcharged its customers in vio- 
lation of the Emergency Price Control Act, voluntarily disclosed this 
information to the Office of Price Administration and thereafter repaid 
the gross overcharge to the United States. In holding that the repayment 
was a deductible business expense, the Second Circuit Court of Appeals 
declared the Heininger decision to mean that the allowance of a deduction, 
regardless of the nature of the expense, depends upon whether or not it 
frustrates the policies of the underlying statute. The Court found that 
the taxpayer’s deduction of its repaid overcharge did not frustrate the 
policy of the Emergency Price Control Act ** and it was therefore a proper 
deduction. The decision in the Jerry Rossman case has been followed and 
its theory adopted in a number of other price control cases.** 


Tue Litty CASE 


It was at this point that the Lilly case was decided by the Tax Court,”® 
and the decision occasioned wide interest among taxpayers because of 
the applicability of the Lilly facts to other situations currently prevalent 
in the business world. The taxpayer had operated an optical business in 
North Carolina for many years and in computing the net income of the 
company deducted the sum of payments in each year made to various 
physicians specializing in the care and treatment of the eye. These pay- 
ments were based upon an agreement or understanding between such 


15148 F.2d 296 (5th Cir. 1945). 

16 Jerry Rossman Corporation v. Comm’r, 175 F.2d 711 (2d Cir. 1949). 

17 The price control regulations governing the recovery of overcharges stated that the 
recovery could not exceed the overcharge if the seller proved the violation was neither 
wilful nor the result of failure to take due precautions. If such proof was not offered, as 
much as treble damages could be awarded. Since the Price Administrator by accepting a 
recovery of single damages had indicated that he believed the Jerry Rossman Corporation’s 
violation to be neither wilful nor careless, the Court reasoned that the deduction of these 
damages did not frustrate the policy of the Emergency Price Control Act. 

18 National Brass Works, Inc. v. Comm’r, 182 F.2d 526 (9th Cir. 1950); Farmers 
Creamery Company, 14 T.C. 879 (1950); Pacific Mills, 17 T.C. 705 (1951); Paris 
Manufacturing Company, 10 TCM 1064 (1951). 

19 Thomas B. Lilly, 14 T.C. 1066 (1950). 
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physicians and the optical company by which each physician, after pre- 
scribing lenses, would attempt to guide his patient to the optical company 
for the work of grinding the lenses and furnishing the frames. In return 
the optical company paid to the physician in each case one-third of the 
amount it charged his patient for its services. Except in rare instances 
the patient was not aware that his physician was receiving a portion of 
his payment made to the company. 

Although this practice of oculists’ accepting so-called “kick-backs” from 
optical companies reflected an established and widespread practice in that 
industry and in those localities, as well as throughout the nation, it was 
frowned upon and considered unethical by the medical profession as a 
whole. However, no constitutional or statutory provision, state or federal, 
and no specific canon of ethics of the various medical associations forbade 
the practice, nor had direct action ever been taken by the Medical Society 
of North Carolina against any individual physician engaged in it. 

The Tax Court was thus faced with a decision concerning a practice 
which, although concededly reprehensible and legally unenforceable, vio- 
lated neither a statutory restriction nor any other formal prohibition. 
And the reaction of the Tax Court is worth noting as being characteristic 
of the traditional attitude and approach of the Bureau and the courts. 

The Tax Court declared that whereas the payments sought to be de- 
ducted were directly connected with the contracts between the physicians 
and the optical company, a determination that the contracts contravened 
public policy *° would as a matter of law render the payments not deductible 
as ordinary and necessary expenses.** The absence of constitutional or 
statutory law or rules of professional conduct condemning the practice 
is not in itself, the Court felt, sufficient evidence of the absence of such a 
public policy. Decisions of the courts can also evidence public policy, and 
innumerable court decisions have declared contracts such as these to be 
unenforceable as contrary to public policy.** Therefore, since the contracts 


20 The Court offers various definitions of public policy: “Public policy is defined as the 
public good. Everything that tends clearly to undermine that sense of security of indi- 
vidual rights, whether of personal liberty or private property, which any citizen ought to 
feel, is against public policy. . . . It has also been said that many things which the law 
does not prohibit in the sense of attaching penalties to punish their commission can not be 
admitted as the subject of a valid contract if they are so mischievous in their nature that 
to permit them to be the subject matter of a contract would be violative of public policy 
under the principle that no one can lawfully do that which has a tendency to be injurious 
to the public welfare.’ Thomas B. Lilly, 14 T.C. 1066, 1079-80 (1950). 

21 The Tax Court attempted to differentiate these payments from the payments in the 
Heininger case by declaring these to be “directly connected,” whereas the Heininger 
payments were “remotely connected” with contracts violating public policy, the greater 
degree of remoteness in the Heininger case seemingly rendering those payments deductible. 

22 Muschany v. United States, 324 U.S. 49 (1945); Oscanyan v. Arms Company, 103 
U.S. 261 (1880) ; Easton Tractor and Equipment Company, Inc., 35 B.T.A. 189 (1936) ; 
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under which the payments were made violated public policy and were 
unenforceable, then presumably the payments were not ordinary and 
necessary expenses. The Court thus in fact ignored the test applied in 
the Heininger case and equated its finding of a violation of public policy 
with a finding of non-deductibility under section 23(a).* The Fourth 
Circuit Court of Appeals concurred in the Tax Court’s opinion and for 
similar reasons.” 

The Supreme Court, however, took a different view and a simpler ap- 
proach. Applying the principle enunciated by the Heininger decision, the 
Court first examined the payments from a practical point of view. The 
payments to the physicians were normal, usual, and customary under a 
long-established practice in the optical industry, and they reflected a nation- 
wide practice in which such transactions were of frequent occurrence. Con- 
sequently, they were “ordinary” in the generally accepted meaning of the 
word. The payments likewise were “necessary” in the generally accepted 
meaning of that word, for not only was it through the making of such 
payments that the taxpayer had been able to establish his business, but a 
discontinuance of the payments would have meant the loss of patronage 
of the physicians’ patients to competing optical companies in that locality 
who were willing to make payments to the physicians. By the accepted 
meanings of the words of the statute therefore, these payments were both 
“ordinary” and “necessary.” *° 


Kelley-Dempsey & Company, 31 B.T.A. 351 (1934); Reilly v. Beekman, 24 F.2d 791 
(2d Cir. 1928) ; Wolfe v. International Re-Insurance Corporation, 73 F.2d 267 (2d Cir. 
1934), cert. denied, 294 U.S. 725 (1935). 

23 Judge Arundell, in his dissenting opinion, pointed out that the purpose of the tax 
laws is not to penalize a business because it is one on which the law frowns, so that the 
profits of illegal businesses are taxed in the same manner as the profits of legitimate 
businesses, and as the tax is based on net income rather than gross income, the expenses 
incurred in the carrying on of the illegal business have generally been allowed (sce 
note 9 supra). Although the courts have balked at permitting the deduction of sums paid 
as bribes and sums paid to perform an act specifically forbidden by law, these holdings 
were based on the finding that such expenditures could not be characterized as ordinary 
and necessary. Judge Arundell suggested moreover that the Tax Court should be 
reluctant to undertake the determination of what is contrary to public policy both for the 
United States and for each of the forty-eight States. And he argued that it should be 
known to a taxpayer with reasonable certainty what are deductible items under our tax 
system. 

24It may be noteworthy that the Fourth Circuit Court of Appeals interpreted the 
Heininger decision to say that “no deduction should be allowed as ‘ordinary and necessary’ 
which violates sharply defined public policy.” (italics supplied) Lilly v. Comm’r, 188 F.2d 
269, 270 (4th Cir. 1951). The Supreme Court however, in its decision in the Lilly case, 
points out properly that the Heininger rule prohibits deductions which “frustrate sharply 
defined national or state policies proscribing particular types of conduct.” (italics supplied) 
Lilly v. Comm’r, 343 U.S. 90, 96-97 (1952). 

25 The Heininger decision put it this way: “Without this expense, there would have 
been no business. Without the business, there would have been no income. Without the 
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Having successfully applied the “ordinary and necessary’’ test, it re- 
mained for the Court to apply the final and acid test of the Heininger 
decision, i.e., although payments comply fully with the requirements of 
the statute, they will nevertheless be denied deduction under section 23(a) 
as a matter of law if allowance would frustrate sharply defined national 
or state policies. The payments in question, although concededly violating 
progressive standards of professional conduct and business ethics, do not 
fall in that class, the Court held. They were therefore deductible under 
section 23(a). 


THe Litty CAseE EVALUATED 


Although the Supreme Court utilized an apparently simple and practical 
formula in the solution of a difficult problem, it nevertheless left some 
concepts to be clarified and some questions to be answered. The require- 
ment of sharply defined policies evidenced by a governmental declaration 
should reduce indefiniteness and increase predictability, but it raises some 
problems of its own. Among these is the determination of what constitutes 
“sharply defined policies.” The opinion declares that the Heininger rule 
refers to policies evidenced by some governmental declaration, and the 
implication of the decision is that governmental declaration means statu- 
tory declaration. But it does not say why this should be so, nor whether 
policies evidenced by judicial decision would not suffice.*° The Court 
declares that customs and the actions of organizations do not in themselves 
constitute “sharply defined policies,” but points out that evidence of them 
is admissible in determining in a factual sense what are ordinary and 
necessary expenses. The Court then retreats from the question by observ- 
ing that the organized activities of the medical profession may well lead 
to an early abolition of the practice of “kick-backs,” which will dispose 
of the problem in this case “without the retroactive hardship complained 
of here.” * It would seem therefore that although the Court did not have 
in mind both judicial and legislative declaration as constituting “sharply 


income, there would have been no tax. To say that this expense is not ordinary and 
necessary is to say that that which gives life is not ordinary and necessary.” Heininger v. 
Comm’r, 133 F.2d 567, 570 (7th Cir. 1943). 

26 An argument against judicial decision as a criterion might be made from Judge 
Arundell’s dissent in the Tax Court (supra note 23), in which he declared that a deduction 
should not be denied a taxpayer on public policy grounds unless the taxpayer had been 
put on notice as to the public policy by a sharply defined governmental declaration, 
presumably a statute. 

27 The Court notes that the payments made to the physicians in the instant case 
amounted to between 56 per cent and 72 per cent of the taxpayer’s taxable business income. 
These payments had been transferred long ago to the doctors and they had paid their 
income tax on it. 
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defined policies” (perhaps because of the difficulty of applying such a 
rule), it has not closed the door to a judicial declaration in a proper case. 

With respect to a public policy rule as a criterion, the Court stresses 
the absence of language in the Code or regulations concerning “public 
policy,” yet it does not entirely discard the rule. It suggests in a dictum 
that the “ordinary and necessary” test could be used to disallow expendi- 
tures which themselves violated a federal or state law or were incidental 
to such violations, because such expenditures, by virtue of their illegality, 
would be in themselves not “ordinary and necessary.” 

It would appear that future courts which follow the Lilly doctrine 
must give greater consideration to economic factors in deciding whether 
an expense is ordinary and necessary. And this in turn suggests a de- 
emphasis of the public policy rule in denying deductions other than in 
flagrant cases. 


CONCLUSION 


The Heininger and Lilly decisions go far in establishing a standard for 
determining the deductibility of expenses on the borderline of business 
legitimacy. The rule may not be as clear-cut as we could wish, but it is 
a long step in the right direction. The Supreme Court has rejected the 
concept of the Code as a super-penalty statute designed to enforce moral 
standards that are not otherwise protected by law, and has recognized 
that it is the “province of legislatures to translate progressive standards 
of professional conduct into law.” ** The Heininger case has already had 
far-reaching effect. The decision in the Lilly case will surely have wide 
application as well, for it reflects practices that are common both in the 
professions * and in the business world. 


28 Lilly v. Comm’r, 343 U.S. 90, 97 (1952). The Court points out that legislation has 
been passed in recent years in North Carolina and other states outlawing these “kick- 
backs.” Remincton’s Was8. Rev. Stat. §10185-14, 1949 Supp.; Drertne’s Cav. Busi- 
NESS AND Proressions Cope §§650, 652 (1951); N.C. Laws 1951, c.1089, §§21, 23. 

29In response to a request for a ruling as to the deductibility of payments made by a 
surgeon on a split-fee basis to other physicians who refer patients to him, the Bureau has 
recently ruled, citing the Lilly case, that to be deductible the payments must be normal, 
usual, and customary in the profession and in the community, appropriate and helpful in 
obtaining business, and they must not frustrate sharply defined national or state policies 
evidenced by a governmental declaration proscribing particular types of conduct. I.T. 
4096, 1952 Int. Rev. Buty. No. 18 (Sept. 1, 1952). A lawyer’s forwarding fee paid to 
another lawyer presents no problem under the accepted practices of our profession, but 
sharing a fee with a layman (assuming the arrangement could be shown to be normal 
and customary in a given field of law practice) would put a heavy strain on the Lilly rule. 
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Book Reviews 


THE MANUAL oF CorporATE GIVING. 
Edited by BEARDSLEY RUML in col- 
laboration with THEODORE GEIGER. 
Washington, D. C. National Plan- 
ning Association, 1952. Pp. xi, 412. 
$6.75. 


During the summer of 1951, the 
National Planning Association pub- 
lished The Five Percent, a 48-page 
pamphlet written by Beardsley Ruml, 
chairman of its business committee, 
and by Theodore Geiger, its chief of 
research, which sells for fifty cents— 
with discounts for quantity orders. 
The pamphlet dramatized the op- 
portunities offered by the five per 
cent deduction allowed for corporate 
charitable contributions [I.R.C. § 23 
(9)] in light of the current high 
level of corporate profits and high 
rates of corporate taxation. Within 
three months of publication, five 
printings of The Five Percent total- 
ling 75,000 copies, were required to 
meet the demand of businessmen, 
potential beneficiaries, and the gen- 
eral public. The pamphlet stimulated 
thousands of inquiries on the pos- 
sibilities and problems of utilizing the 
five per cent deduction in a manner 
which would maximize the benefits 
both to the recipient and to the donor 
corporation. In self-defense, the Na- 
tional Planning Association has now 
published The Manual of Corporate 
Giving to answer these inquiries. The 
book is addressed primarily to busi- 
nessmen, but it is also extremely 
valuable to the tax lawyer whose 
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advice on the subject is sought by 
a corporate client, large or small. 

Only one chapter is devoted ex- 
clusively to the legal aspects of cor- 
porate charitable contributions, but 
it is a good one. Harry Rudick, in 
his usual, thoughtful, and thorough 
manner, discusses the three principal 
legal problems: first, the provisions 
of the tax law; second, the questions 
which arise under the corporation 
laws concerning the authority of di- 
rectors to make charitable contribu- 
tions; and third, the relative legal 
advantages of three methods of mak- 
ing corporate gifts—directly to an 
established charity, or to a new cor- 
porate foundation, or to a special 
charitable trust. The rest of the 
twenty chapters, however, are also of 
interest to the lawyer in connection 
with the second and third legal prob- 
lems discussed by Mr. Rudick. 

For example, the pertinent ques- 
tions of corporation law often cannot 
be answered without a clear under- 
standing of the potential benefits 
which may accrue to a corporation 
from its charitable contributions. 
Direct advantages from advertising, 
scientific research, and employee- 
training are relatively easy to see; 
but the statesmanlike approach of 
Theodore Geiger and Beardsley Ruml 
in the first two chapters should raise 
our intellectual sights, both with re- 
spect to the role which corporations 
play in our democratic republic as 
instruments of decentralized decision- 
making and with respect to the fun- 
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damental stake of private enterprise 
in the preservation of the social en- 
vironment in which it thrives. High 
policy considerations underlie most of 
the book, as witness Leland Hazard’s 
discussion of corporate support of 
community chests as an effective 
check on the enveloping tentacles of 
welfare statism. Ruml’s challenge to 
the businessman is provocative: “In 
the last analysis, there is only one 
good reason for failure to act under 
the five per cent provision—the in- 
ability of management to find some- 
thing to do that is worth to the com- 
pany more than it costs.” A similar 
challenge may be made to the lawyer’s 
conception of what is permissible cor- 
porate action under the laws of most 
of the States; these chapters should 
awaken his creative imagination. 
The careful lawyer will also want 
to become familiar with the oppor- 
tunities for and the practical prob- 
lems involved in gifts to charity be- 
fore advising his corporate client on 
the proper method of making its 
donations. For this purpose, The 
Manual of Corporate Giving is an 
invaluable and unique reference tool. 
Seventeen chapters, written by ex- 
perienced donors or by experts in the 
main fields of corporate giving, de- 
scribe the areas in which such gifts 
can be most effective and offer helpful 
suggestions for efficient planning and 
administration of donations to pro- 
mote local and national health and 
welfare, recreation, cultural activities, 
education, research in science and the 
humanities, and even programs of 
international significance. The quality 
of these chapters appears to be un- 
even, but those concerning higher 
education and research—the only 
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fields in which this reviewer may 
claim some competence—are well 
done. 

If my enthusiasm for this book 
seems restrained, such erroneous im- 
pression results solely from the over- 
successful effort of an administrative 
official of a privately supported uni- 
versity to be reasonably objective on 
a subject which is of vital importance 
to my institution and to me personally. 

—Muicvuet A. DE CaPRILEs * 


TAXATION AND BusINESS CONCEN- 
TRATION. Princeton: Tax Institute, 
Inc., 1952. Pp. 264. $5.00. 


In one form or another, corporate 
concentration and control has been a 
subject of public policy debates from 
the earliest days of the Republic. The 
early hostility to corporations, mani- 
fested by the noticeable reluctance 
of eighteenth century legislatures to 
grant corporate charters, was based 
to a considerable extent on the fear 
of entrenched wealth and monopoly. 
And while, in the course of the nine- 
teenth century, the hostility was sub- 
stantially abated and general incor- 
poration laws made the securing of 
corporate charters extremely simple, 
the fear of great size and its supposed 
concomitant—monopoly — continued. 

As a consequence thereof, opposi- 
tion to monopoly has been a corner- 
stone of American public policy: the 
Sherman Act, the Clayton Act, the 
Federal Trade Commission Act, the 
Robinson-Patman Act, the Miller- 
Tydings Act have given concrete 
expression to this policy so far as 
the Federal Government is concerned. 
On the state level, the policy is ex- 


* Associate Dean, New York University 
School of Law. 
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pressed in a host of resale price main- 
tenance statutes, laws forbidding sales 
below cost, and chain store tax laws. 
In a somewhat more positive manner, 
encouragement and assistance have 
been given to small business by agen- 
cies like the Smaller War Plants Cor- 
poration, by urging prime government 
contractors to give sub-contracts to 
small establishments, by the dispersion 
of government orders, and by the sale 
at favorable prices of government fa- 
cilities no longer required by the Gov- 
ernment. 

Despite legislative and administra- 
tive action, the fear persists that con- 
centration of control as a result both 
of internal growth (through the plow- 
ing back of corporate profits and the 
sale of readily marketable securities) 
and of combination (through merger, 
consolidation, and amalgamation) has 
continued and may even have been ac- 
celerated. Hence, the sustained inter- 
est in ways and means of checking 
and reversing the presumed trend both 
by more vigorous enforcement of the 
anti-trust laws and by the reconsid- 
eration of policy on peripheral mat- 
ters such as taxation which may bear 
upon the problem as a whole. The 
symposium volume under review is 
apparently designed to aid in the lat- 
ter. 

Unfortunately, readers who seek 
a crystallization of points of view 
and positive clues to desirable public 
policy will find this volume to be dis- 
appointing. The first difficulty is with 
the definition of the term “business 
concentration.” Many different stand- 
ards might be employed, e.g., the size 
of the largest firm in an industry or 
of the largest three or four or six 
firms in the industry ; the volume of 
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sales ; the number of employees; the 
shares of profits; etc. Presumably, 
relative rather than absolute factors 
should be stressed, but whatever the 
standards or factors, the contributors 
in a symposium ought at the very 
least to be in agreement as to the na- 
ture of the subject under discussion. 
Here, however, there seems to be no 
core of agreement. Most of the con- 
tributors to the volume appear to 
assume that the disappearance of a 
small business through sale or dis- 
solution automatically means an in- 
crease in concentration. But if the test 
is the portion of the industry con- 
trolled by the largest three or four 
companies, this result is scarcely auto- 
matic unless it be assumed that every 
such instance means the absorption of 
the small business or of its share 
of the market by one of the giants. 
Would concentration in the steel in- 
dustry, for example, be furthered if a 
small steel processing plant were ab- 
sorbed by a company other than the 
giants like United States Steel, Beth- 
lehem, or Republic? Furthermore, it is 
assumed that the disappearance of a 
small plant leaves a void which re- 
mains unfilled. Are we to believe that 
there is an actual diminution of the 
number of companies in American in- 
dustry ? 

If we test a merger by its effect on 
competition, we might well come to 
the conclusion that some mergers may 
stimulate rather than weaken compe- 
tition. In the steel industry, for ex- 
ample, the largest company (United 
States Steel) has approximately 30 
per cent of the nation’s basic steel ca- 
pacity and the next largest (Bethle- 
hem) approximately 15 per cent. If, 
now, five or six small companies 
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which collectively have only 2 or 3 per 
cent of the nation’s capacity were to 
merge, would competition in steel be 
helped or hindered? 

Virtually all of the participants in 
the symposium assume without ques- 
tion that, however defined, business 
concentration has been proceeding 
apace. Such an assumption finds sup- 
port in Federal Trade Commission 
assertions on the merger movement 
but is directly at variance not only 
with Adelman’s recent study of con- 
centration but with Professor But- 
ters’ paper which is the first in the 
volume under review. Notwithstand- 
ing Butters’ conclusion “That the in- 
complete data currently available do 
not show any clear evidence of in- 
creases in over-all industrial concen- 
tration in manufacturing during the 
war and early postwar years,” and 
without taking issue with Butters, his 
colleagues blithely proceed to discuss 
how taxes contribute to a movement, 
the very existence of which is, to put 
it mildly, not established. 

But even if we concede, arguendo, 
that an increase in business concen- 
tration has been taking place, it is 
difficult to acquiesce in the position 
taken by most of the participants 
(with the conspicuous exceptions of 
Butters, Loos, Hedrick, and Bauer) 
that taxation contributes importantly 
to concentration. From the begin- 
nings of the “trust movement” in the 
’70s and ’80s down to World War II, 
taxes were scarcely a major factor in 
business decisions, except possibly 
for the World War I period. How, 
then, are we to explain the concentra- 
tion movement in the decades preced- 
ing World War II? Are the factors 
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which gave rise to Standard Oil, 
United States Steel, American To- 
bacco, etc., no longer present? 

That taxes operate to restrict the 
growth of small business in that it is 
difficult or expensive to retain earn- 
ings may be conceded without adopt- 
ing the conclusion that there arises as 
a result a pressure toward concentra- 
tion. We may even concede that small 
business is more disadvantaged than 
large business in the matter of taxa- 
tion, without coming to the conclusion 
that this, in and of itself, promotes 
concentration. And the situation is not 
materially altered by the fact that in 
some instances tax factors do actually 
account for the disappearance of par- 
ticular enterprises. To agree with the 
views of the symposium participants 
would require a major distortion of 
the plain facts of American economic 
development. 

So far as the thesis of the volume 
is concerned, this reviewer must con- 
clude that it has not been established, 
and that the papers contained in the 
volume do not make much progress 
in support of the thesis. Apart from 
this, however, many of the papers are 
interesting and instructive in them- 
selves. Dean Somers’ article on tax- 
ation and retailing, the discussion of 
farm cooperatives by Turner, Kile, 
and Loos, Polisher’s paper on the im- 
pact of estate, inheritance, and gift 
taxes on business survival, and the pa- 
pers by Professors Butters and Bueh- 
ler shed light on various facets of tax- 
ation. Mention might be made, too, of 
papers by Ruml, Ayers, Peloubet, and 
Wynn which this reviewer found use- 
ful. In final appraisal, the volume con- 
tains a number of interesting, though 
unrelated, papers on taxation, but 





makes no contribution to enlighten- 
ment on taxation and business concen- 
tration. 

—EMANUEL STEIN * 


CHANGING CONCEPTS OF BUSINESS 
Income. Report oF Stupy GROUP 
on Business INcoME. AMERICAN 
INSTITUTE OF ACCOUNTANTS. New 
York: The Macmillan Company, 
1952. Pp. 160. $2.00. 


At least for those who are seriously 
interested in questions of fairness in 
the taxation of income, the Report of 
the Study Group on Business Income 
of the American Institute of Ac- 
countants is disconcerting. It is true 
that the Study Group, which was 
composed of accountants, economists 
and lawyers, was primarily concerned 
with exploring the concept of income 
generally and not with examining the 
questions which arise in defining 
income for the special purpose of 
taxing income. It is also true that 
the Report, which has been published 
under the title of Changing Concepts 
of Business Income, is to a great 
extent a panoramic survey of the 
meanings of income and accordingly 
is largely descriptive in nature. And 
it is further true that the Report does 
not carry the full indorsement of the 
Study Group for, as stated in the 
Introduction, “the fact that a member 
of the Group has signed the report 
does not imply his acceptance of re- 
sponsibility for statements made in 
the technical sections, but only that, 
except to the extent of an express 
dissent, he concurs in the Summary 
and Conclusions.”*+ But even after 


* Professor of Economics, New York 
University. 
1p, 4, 
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making allowances for all these con- 
siderations, the implications in the 
Report bearing on the taxation of 
income should not be passed over 
lightly, especially in view of the high 
quality of those in the Study Group 
and of the auspices under which it 
operated. 

If there is a central or dominant 
concern displayed in the Report, it is 
with measuring income during times 
in which, as in the recent past, the 
dollar suffers a marked decline in 
value. Emphasis on this aspect of 
income measurement was to have 
been expected, not only because it 
has been a subject of controversy of 
late, but also in view of the fact that 
the specific questions which the Group 
in 1947 decided to study pertain di- 
rectly to it. Specifically, the two sub- 
stantive questions which the group set 
out to consider were: (1) “Is LIFO 
accounting, as now applied, only a 
reasonable assumption as to the actual 
flow of goods and costs, or more 
broadly, a means of bringing costs 
into account at approximately the 
same price level as revenues?” ;? and 
(2) “Should accounting procedures 
be revised so as to bring cost of prop- 
erty exhaustion into account at ap- 
proximately the same price level as 
the revenues and, if so, how should 
this object be accomplished?”* The 
most significant conclusion stated in 
the Report and, incidentally, the one 


2P. 48. 

8 Jbid. The third question selected in 
1947 for study, which can be regarded as 
mainly procedural in character, is: “As- 
suming social usefulness to be the objective, 
should the situation be met by (1) changes 
in methods of accounting; (2) changes in 
methods of presentation; or (3) supple- 
mentary information?” Ibid. 
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that drew the most vigorous dissents 
likewise deals with the relationship 
between monetary instability and the 
measurement of income. It is that 
“corporations whose ownership is 
widely distributed should be encour- 
aged to furnish information that will 
facilitate the determination of income 
measured in units of approximately 
equal purchasing power, and to pro- 
vide such information wherever it is 
practicable to do so as part of the 
material upon which the independent 
accountant expresses his opinion.” * 

Now, all this might seem remote 
from questions of equity in income 
taxation, and in fairness it should be 
said that the authors of the Report 
probably intended to leave such tax 
considerations to one side in reaching 
their central conclusion. While the 
Report does examine the concept of 
income in connection with taxation, it 
clearly does not purport to pass judg- 
ment on what is the best or most 
proper definition of income for pur- 
poses of an income tax. It seems 
equally plain that the principal recom- 
mendation itself was not regarded as 
being directly related to the issue of 
defining taxable income. Yet a close 
reading of the Report leaves one with 
the impression that the recommenda- 
tion, as well as various parts of the 
discussion leading up to it, are not to 
be completely divorced from income 
tax policy. 

The fact is that tax law has been 
and likely will continue to be influ- 
enced by business practices. The Re- 
port observes that the “English courts 
have consistently held that what was 
business income was, in the absence of 
specific provisions of law to the con- 


*P. 105. 
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trary, to be determined by business 
practice.” * It remarks more than 
once on the ways in which our own 
tax law has conformed to business 
and accounting practices. And the 
penultimate conclusion at which it ar- 
rives is that “it is highly desirable 
(as the tax statutes recognize) that 
income should be determined for in- 
come tax purposes and for general 
financial purposes as nearly as pos- 
sible in the same way.”* Thus the 
Report itself implicitly recognizes that 
its recommendations ought to be an- 
alyzed and evaluated, in part, in the 
light of tax policy. 

To be sure the Report does contain 
some discussion of the problem of de- 
fining taxable income during a period 
of inflation, and this might be thought 
to support the general recommenda- 
tion as to stating income in terms of 
a stable dollar. But from the point of 
view of tax policy, particularly with 
reference to fairness in taxation, this 
discussion is hardly satisfactory. The 
heart of the question is succinctly put, 
although under the label of “another 
preliminary objection,” * by quoting a 
statement made by a recent committee 
of Parliament concerning proposals 
for allowing deductions from reve- 
nues in respect of property consumed 
or sold to be based on the current 
price level. The whole of the quotation 
is as follows: * 

Before considering the various types 
of schemes put forward, it will be 
convenient to mention one objection 
common to all schemes, namely, that 


they involve giving preferential treat- 
ment to the owners of businesses as 


5P. 12. 
&P. 108. 
TP. 54. 

8 Pp. 54-55. 











against other classes of taxpayer. The 
non-trader who saved a sum of money 
before the war and invested it in 
Government securities or other fixed 
interest bearing securities finds that 
it is now worth in terms of real value 
a half or a third of what it was worth 
when he invested it, but he remains 
liable to tax on the full income from 
that and other sources; he does not 
get, and could not be given within the 
framework of the existing Income 
Tax system, any allowance for the 
loss of capital or income. The pen- 
sioner who draws his pension from a 
superannuation fund to which he has 
contributed over his working life may 
find that the real value of his pension 
is far less than the real value of the 
contributions that he and his em- 
ployers have made. 

While the usefulness of this state- 
ment is obvious, the treatment ac- 
corded it is most puzzling. After 
agreeing that “it may well be that the 
great majority of businessmen will 
fare better in a per‘od of inflation 
than the recipient of fixed net in- 
come,’® the Report observes that 
“some enterprises will be prevented 
by economic conditions from securing 
increases in their revenues as great as 
the increases in their costs.” 1° This 
is undoubtedly correct. It then notes 
that since “the source of the advan- 
tage enjoyed by the businessman was 
his ability to raise revenues,” the 
“logical way to redress the balance 
would be by action on the revenue 
side, not on the cost or deduction 
side.” ** The thrust of this point is 
far from clear. Not only is there no 
indication of what action might be 
taken “on the revenue side,” but it is 
not apparent whether the lack of bal- 


*'P.. 55. 
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ance which is to be “redressed” is 
that between businessmen and those 
with fixed dollar incomes, or between 
businessmen who can increase their 
revenues to the extent of their in- 
creased costs and businessmen who 
are unable to do so. 

There then follows the comment 
that the generalization in the quoted 
statement is “unwarranted” inasmuch 
as “whenever prices rise materially, 
there will, in practice, also be busi- 
nesses which will be prevented by 
governmental restriction (either per- 
manent or adopted to meet the situa- 
tion) from increasing their revenues 
as much as their costs increase.” ” 
Whether or not it is true that this 
phenomenon will occur “whenever” 
prices rise materially, calling attention 
to it hardly joins issue with the “gen- 
eralization” advanced by the English 
committee. The Report elsewhere 
recognizes that at bottom “the prob- 
lem is one of the incidence of infla- 
tion, and in considering it inflation 
may be regarded as a burden result- 
ing from governmental policy which 
should fall as nearly equitably as pos- 
sible.” ** 

What the English committee as- 
serts is that allowing the businessman 
to compute his income by adjusting 
costs (or revenues?) to an assumed 
stable dollar is open to the objection 
that it would give “preferential treat- 
ment to the owners of businesses as 
against other classes of taxpayers.” ™ 
Surely this objection is not answered 
by proclaiming that price controls may 
prevent some businessmen from in- 
creasing revenues as greatly as their 

12 [bid. 


18 P, 79. 
14 P, 54, 
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costs increase. If a businessman is 
earning the same dollar income after 
the inflation, he will, in the absence 
of an adjustment to a stable dollar, 
pay the same tax as the man whose 
income has been completely fixed in 
dollar amount; and if the business- 
man is earning a larger dollar income 
after the inflation he will, again in 
the absence of an adjustment to a 
stable dollar, pay a relatively larger 
tax than the man with a fixed dollar 
income. On the face of it these rela- 
tionships seem fair ; and one who ad- 
vocates reducing the relative tax bur- 
den of businessmen after an inflation 
would seem to have the burden of per- 
suasion. 

The character of the thinking on 
this point which is reflected in the 
Report is revealed by a subsequent 
comment on the statement by the 
English committee. “The suggestion 
made [in the statement] is in effect 
to deny one producer a legitimate 
[sic] deduction because another pro- 
ducer may be able to more than offset 
a similar deduction by an increase in 
revenue.” +> If this means anything 
at all, it apparently is suggesting that 
for tax purposes the costs of all pro- 
ducers should be computed on a cur- 
rent basis because not all producers 
are in a position to increase their 
revenues to keep pace with increasing 
costs. It is hard to see how this 
arrangement would improve the fair- 
ness of the relative tax burden among 
businessmen as a class. It is even 
harder to see how it is responsive to 
the objection voiced in the statement 
that computing deductions on a cur- 
rent cost basis would give business- 
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men an advantage as compared with 
those not in business.*® 

Later in the Report there is another 
brief discussion dealing with tax pol- 
icy and inflation. The position of the 
holder of an E bond is compared with 
that of a public utility regulated on 
the basis of “original cost” and “pru- 
dent investment.” It is observed that 
the bondholder who paid $75 for 
the bond ten years ago receives $100 
“which has the purchasing power that 
$60 had when he bought it,” and 
accordingly that “he has income of 
$25 and suffers an ‘inflation’ burden 
of $40.” 47 It is then noted that “the 


16 Although the Report makes reference 
to comparative positions of businessmen and 
others when the dollar declines in value, it 
might be said that this reference has no 
bearing on the primary conclusion inasmuch 
as that conclusion deals only with corpora- 
tions and not with individual businessmen 
as taxpayers. Thus, it could be concluded 
that whatever implications the Report has 
for tax policy, these must be limited to pol- 
icy in respect to the corporation income tax. 
To the extent that the Report is viewed in 
this manner, it can be regarded as completely 
neutral on the question of how the impact of 
inflation should affect the relative taxation 
of individuals in the community. Two con- 
siderations, however, tend to impair its neu- 
trality in this respect. In places the Report 
explicitly makes a comparison of a non- 
businessman and a business, as where on 
page 97 the holder of an E bond is con- 
trasted with a public utility; and the over- 
all impression conveyed is that large parts 
of the discussion about adjusting costs to 
current level are intended to apply to all 
business operations. In any event, consid- 
ering the real politics of taxation in this 
country, it is difficult to believe that the 
privilege of adjusting costs to current level 
would be given to corporations but not to 
unincorporated businesses. If the authors 
intended to make such a differentiation, it 
would have been easy so to have indicated. 

17 P, 79, 
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utility suffers an exactly similar bur- 
den when its compensation for use 
of its facilities is based on its invest- 
ment in old dollars and paid in cur- 
rent dollars.” 18 Finally it is asserted 
that “if its compensation for exhaus- 
tion is also based on the investment in 
old dollars but paid in current dollars 
and insufficient to make good the ex- 
haustion, the utility suffers an addi- 
tional inflation burden” *° which is not 
borne by the bondholder. 

Unless something is being assumed 
without being disclosed, this conclu- 
sion seems out of order. If the utility 
bought its equipment for $75 at the 
time the investor purchased his bond, 
and if the utility was permitted to earn 
an income of $25 on the equipment 
over its ten-year life, the utility would 
bear exactly the same “inflation bur- 
den” as the bondholder. This becomes 
evident if it is assumed that the al- 
lowance for exhaustion based on the 
original cost of $75 is translated into 
a fund. At the end of ten years the 
utility, like the bondholder, would 
have $100 ($25 in the form of income 
and $75 in the fund) and this $100 
would have a value that $60 had when 
the original investments were made. 
It is true that the utility might have 
to pay more than $75 to replace its 
exhausted equipment, but the former 
bondholder would also have to pay the 
higher price for equipment if he should 
now decide to go into the utility busi- 
ness. 

This is not to say that fairness in 
taxation would be weakened by per- 
mitting businessmen to compute de- 
preciation on the basis of replacement 


18 [bid. 
19 [bid. 








cost or on the basis of a dollar ad- 
justed by some price index. It is 
rather to point out that the question 
of fairness can be approached only by 
taking account of how inflation affects 
all groups in the economy and then 
deciding whether it is more or less 
equitable to relieve from taxation 
whatever income or capital gain is 
attributable to the decline in the value 
of the dollar.2° And further, it is to 
suggest that the burden of persuasion 


20 The relationship between the questions 
of how capital gains should be taxed and 
the specific questions studied by the Group 
is stated very well in a monograph prepared 
for the Group by Sidney S. Alexander: 


“The two questions, should income be 
reckoned in real or money terms, and 
should a capital gain be counted as income, 
are both embodied in the controversy over 
whether depreciation should be based on 
original or on replacement cost. Current ac- 
counting practice, which bases depreciation 
on original cost, implies that income is to 
be measured in money terms and capital 
gains on assets used in the business are to 
be counted as income. That is, the differ- 
ence between the current year’s income as 
based on historical cost depreciation and as 
based on replacement cost depreciation can 
be regarded as the capital gain in money 
terms on that part of fixed plant and equip- 
ment which has been charged against the 
current year’s revenues. If the principle 
were adopted that capital gains should not 
be included in income, then replacement 
cost should be used as the basis of the de- 
preciation charge. If a real rather than a 
money measure of income (even including 
capital gain) were to be used, then the de- 
preciation charge should be adjusted for 
changes in the general price level, rather 
than in the replacement cost of the specific 
assets owned. If, however, it is desired to 
include capital gains in income, and to use 
a money measure of income, then the cur- 
rent practice constitutes an elegant and au- 
tomatic way of distributing the money- 
measured capital gain on a depreciable asset 
over the useful life of the asset.” 


Alexander, Income Measurement in a 
Dynamic Economy, 5, contained in Five 
Monocrarus ON Business INCOME, pub- 
lished by the Study Group on Business 
Income of the American Institute of Ac- 
countants (1950). 
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should rest on those who recommend 
lightening in inflationary times the tax 
burden of those who own real assets 
relative to the tax burden of those 
who hold money or claims to a fixed 


amount of money.”* 


21P, 87. One other reference in the 
Report to the relationship of taxahle income 
and changing price levels deserves com- 
ment. It is correctly observed that “the 
question whether in situations where there 
has been a substantial devaluation of the 
monetary unit, or a permanent depreciation 
in its purchasing power [which is appar- 
ently thought to be something other than 
a ‘substantial devaluation’], there should be 
made adjustment for such change in the 
standard of measure in determining what 
portion of receipts constitutes a return of 
capital and what portion constitutes income 
has not been passed upon by the courts.” 
This statement is followed immediately by 
a qualification. “However, if the courts 
should follow the implications of their deci- 
sions in Bowers v. Kerbaugh-Empire Co. 

. and the principles announced in Eisner 
v. MaComber, it is not inconceivable that the 
time will come when it will be considered 
too far from reality to indulge any longer 
in the fiction that the dollar is a constant 
unit of measure.” In view of the careful 
manner in which this prediction is guarded 
and hedged about, there is of course no need 
to state one’s disagreement with it. Yet it 
is not unreasonable to feel that the authors 
of the Report should at least have indicated 
that at the present time the likelihood of 
the Supreme Court’s taking such a position 
is negligible. In fact, in an earlier section 
of the Report (27) it was noted that “the 
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The inadequacies of the Report 
from the point of view of taxation 
might reflect not so much on its prep- 
aration but on the method of study 
which fostered it. While the Study 
Group selected what it regarded as 
“specific” questions for study, both 
the Report and the monographs pre- 
pared for the Group indicate that 
questions of tax policy were not as 
such studied directly. There is ob- 
vious danger in remarking on tax 
questions without making them ex- 
plicit objects of study. In this respect 
the authors of the Report might have 
been well advised to refrain from re- 
porting on the issues of tax policy 
which had not received sufficient at- 
tention from the Study Group, or at 
the very least, to alert the reader that 
the comments bearing on issues of 
tax policy were not the product of 
thorough study. 

—WatrteR J. Bum * 


Supreme Court held . . . that gains on the 
sale or severance of capital assets might be 
taxed as income. In view of the great rise 
in prices that took place between 1913 and 
1920, the realization postulate was perhaps 
necessary if only to moderate the effects of 
holding that gain included a gain that rep- 
resented only a decline in the value of the 
monetary unit.” 

* Associate Professor of Law, University 
of Chicago Law School. 
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Previously Taxed Property And The 
Federal Estate Tax 


BORIS I. BITTKER anp JAMES B. FRANKEL 


be 1918 Congress added to the then simple but rapidly proliferating 
estate tax law a deduction for property previously taxed, the prototype 
of today’s section 812(c).* In recommending the new provision, the 
House Committee on Ways and Means said: ? 


It has come to the attention of the committee that persons closely related have 
died within such a short space of time that the same estate passing within a 
short period of time has been subjected to the estate tax and thereby dimin- 
ished unreasonably because of the short period within which the two levies 
have been made. For example, a husband dies leaving a large amount of 
property to his wife, an elderly woman, who dies within a few weeks after 
her husband’s death. Under existing law the entire estate is taxed on the 
transfer from husband to wife and on the transfer from wife to other benefi- 
ciaries. 


To alter this result the Committee recommended and Congress adopted 
a provision allowing the executor to deduct from the decedent’s gross 
estate any part thereof that was received by the decedent, directly or by 
exchange, from the taxable estate of any other person who had died within 
the previous five years. The provision was simple and straightforward.* 


Borts I. Brrrker (B.A., Cornell University ; LL.B., Yale University) is Professor of 
Law at Yale Law School, member of the New York and Connecticut Bars, and author of 
several important contributions to tax literature. 

James B. Franxev (B.S., United States Naval Academy; LL.B., Yale University) is 
a member of the California Bar. 

1].R.C. §812(c) is reprinted as an appendix to the text, infra p. 285. Although the 
present provision’s antecedents were numbered variously, all are referred to in the text 
by the present session number, §812(c). I.R.C. §861(a) (2) is the parallel deduction for 
non-residents who are not citizens. 

2H. R. Rep. No. 767, 65th Cong., 2d Sess. 22-3 (1918), 1939-1 Cum. Buti. (Part 2) 
86, 102. In explaining the bill, Representative Claude Kitchin said, “We have another 
very just provision, that if a person who receives a share of an estate dies within five 
years from the death of the person from whom he receives the estate, his share shall not 
pay another transfer tax within the five-year period.” 56 Conc. Rec. (Part 12) 692 
(1918). 

8 “Sec. 403. That for the purpose of the tax the value of the net estate shall be deter- 
mined— 

(a) In the case of a resident, by deducting from the value of the gross estate—... 

(2) An amount equal to the value at the time of the decedent’s death of any property, 
real, personal, or mixed, which can be identified as having been received by the decedent 
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The principle commended itself to the states, some thirty of which now 
have an analogous allowance.* 

When Congress enacted the deduction, the estate tax rates were, by 
present standards, mild—although of course bitterly assailed as confisca- 
tory at the time. The unhappy couple mentioned in the House Report, 
for example, would have paid a total of about $3 million on a net estate 
of $10 million. Today’s rates would exact about $6.7 million upon two 
transfers of an estate of similar size.° : 

But in the thirty-four intervening years the deduction for previously 
taxed property has become so circumscribed by a multitude of restrictions 
that—in all but verbiage—it is only a shadow of its former self. Origi- 
nally the deduction was allowed whenever a decedent’s estate contained 
property either received by him as a share in the estate of a prior decedent 
or “identified as having been acquired . . . in exchange for property so 
received,” provided that the prior decedent had died within the previous 
five years and that his estate had been taxed.®° To these conditions Con- 
gress has over the years added several others. Moreover, the size of the 
deduction, once an estate qualifies for it, has been drastically reduced in 
most cases by a series of complicated limitations. Finally, the addition 
in 1948 of the marital deduction to the federal estate and gift tax laws 
was accompanied by a blanket denial of the previously taxed property de- 
duction to any property received from the decedent’s spouse.’ The only 


as a share in the estate of any person who died within five years prior to the death of 
the decedent, or which can be identified as having been acquired by the decedent in ex- 
change for property so received, if an estate tax under the Revenue Act of 1917 or under 
this Act was collected from such estate, and if such property is included in the decedent's 
gross estate; ....” Revenue Act of 1918, Sec. 403(a) (2). 

4 Of the jurisdictions having something on the order of a deduction for property previ- 
ously taxed, twenty-one have death levies based on the inheritance tax principle, often 
accompanied by a separate estate tax to take advantage of the federal credit for death 
taxes paid to a state: Cal., Colo., Del., Dist. of Col., Idaho, Hawaii, Iowa, Kan., Ky., 
Minn., Mont., Neb., N.C., Ore., S.C., Tenn., Tex., Va., Wash., W. Va., and Wis. Two 
states (N.Y. and Okla.) have two separate estate taxes; two (N.D. and Utah) havea 
single estate tax; and five (Ala., Ark., Fla., Ga., Miss.) have an estate tax designed simply 
to absorb the federal credit. Twenty-one jurisdictions have no provision for property pre- 
viously taxed: Alaska, Ariz., Conn., Ill., Ind. (proviso in 1929 law abandoned in 1931), 
La., Me., Md., Mass., Mich., Mo., Nev. (no death levies of any sort), N.H., N.J., N.M, 
Ohio, Pa., R.I., S.D., Vt., and Wyo. 

Of the thirty jurisdictions which have an allowance for property previously taxed, 
twenty-three provide for a “deduction” or its practical equivalent, an “exemption.” The 
remaining seven allow a “credit” for prior taxes paid. See further note 16 infra. The 
federal law seems to be the source of these state statutes. Cf. CCH Inu., Est. ann Girt 
Tax Rep. 80, 288. No state provisions pre-date the federal one. 

5 Assuming that the marital deduction was available to the first decedent but not to the 
second. 

6 Supra note 3. 

7 Infra p. 282. 
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extension of the deduction came in 1924 when, with the enactment of 
the first federal gift tax, Congress provided that property received by a 
taxable gift within five years prior to the decedent’s death might be 
deducted.° 

Despite this one enlargement of the scope of section 812(c), one may 
safely say that it accomplishes less work per clause than any other in the 
federal estate tax law ; indeed, in this respect it may be without a peer in 
the entire Code. 

The authors propose to examine this abject remnant in some detail. 
Our aim is both to describe what it is today, an unrewarding task that 
seems not to have been undertaken previously, and to evaluate the need 
for it or for some substitute. 


THE CONDITIONS 


Section 812(c) has always required that the property in question have 
been received by a taxable transfer. Originally this meant that it had to 
be received from an estate that was taxed ; but since 1924, as stated above, 
property received from a donor by a taxable gift will qualify.° Since 1932 
a gift or estate tax must have been “finally determined and paid by or 
on behalf of such donor, or the estate of such prior decedent, as the case 
may be.” The statute also requires that the property in question have been 
part of the taxable estate or taxable gift.” 

The Requirement of a Taxable Transfer. These conditions can cause 
an amusing reversal of the usual roles of taxpayer and Treasury, with 
the latter vigorously asserting that the prior decedent or donor owes no 
tax, while the executor or donor, mindful of the interests of the trans- 
feree, seeks to force a tax payment on the Treasury."* In one case an 


8 Revenue Act of 1924, Sec. 303(a) (2). The 1924 gift tax also included a deduction 
for property previously taxed. Id. Sec. 321(a) (4). Cf. Estate of Parker, 35 B.T.A. 609 
(1937). But when the gift tax was re-enacted in 1932, this deduction was not carried 
forward. 

®The transfer by gift must have occurred within five years of the decedent’s death. 
In the case of property received by testamentary transfer, however, the five years is cal- 
culated not from receipt but from the prior decedent’s death. Second National Bank v. 
Comm’r, 63 F.2d 815 (6th Cir. 1933) (W died Aug. 4, 1918; distribution of estate oc- 
curred June 8, 1920; A died Apr. 22, 1925. Deduction denied). 

10 Thus, if inclusion of the property was resisted by the executor of the prior estate, 
and the dispute was settled by a partial inclusion, only that part can be deducted. Lough- 
ridge’s Estate v. Comm’r, 183 F.2d 294 (10th Cir. 1950), reversing in part 11 T.C. 968 
(1948) ; Horlick v. Kuhl, 62 F.Supp. 168 (E.D. Wis. 1945). 

11 This is not the only point at which the executor and Commissioner may find them- 
selves in each other’s shoes. If A makes an inter vivos gift of previously taxed property, 
paying a gift tax, his executor may try to prove that it is includible in the gross estate, 
e.g., as a gift in contemplation of death. For its inclusion may be offset by the section 
812(c) deduction, thus costing nothing ; and, at the same time, it will give rise to a credit 
for the gift tax paid on the transfer. 














266 TAX LAW REVIEW [Vol. 8: 


executor, miscalculating the value of the first estate, found a small tax 
due and paid it. The Government’s audit disclosed that the estate was 
not taxable. Even though the statute of limitations had not run, however, 
the executor refused to accept a refund check. The Court held that the 
Government’s acceptance of the executor’s erroneous payment was a mere 
administrative act and not a “final determination” of a tax under section 
812(c). Hence the property did not qualify for the deduction.” 

In another case the Commissioner had asserted that certain transfers 
by the prior decedent were taxable under section 811(c) and had assessed 
and collected a deficiency on that basis. Thereupon the property was de- 
ducted under section 812(c) by the estate of a second decedent. The 
Commissioner then proposed an over-assessment on the first estate, re- 
versing his original contention that the property should be included. He 
simultaneously denied the section 812(c) deduction to the estate of the 
second decedent. The latter estate paid the tax in full and sued for a 
refund. The District Court held (a) that the property was properly in- 
cludible in the estate of the prior decedent and (b) that the payment by 
the first estate of a tax assessed by the Treasury satisfied the “finality” 
requirement of the statute.*® 

These cases are far from settling all the possible issues which may 
arise from such inconsistent positions. May property be deducted under 
section 812(c) where a tax was erroneously paid on its transfer if the 
tax has not been refunded and the statute of limitations on a refund has 
run? If the Treasury erroneously asserts a deficiency against the trans- 
feror, is it thereafter disabled from disallowing a deduction under sec- 
tion 812(c) to the transferee? If the deduction is allowed, what is the 
consequence of a later action for refund by the transferor? If the tax 
is refunded and if the transferee is the sole beneficiary of the prior estate, 
do the principles of estoppel or recoupment prevent a section 812(c) de- 
duction by the transferee? Can the transferee claim a section 812(c) 
deduction while the transferor is disputing or litigating his liability for 
tax on the transfer? 

Of greater import than these teasing problems of construction is the 
all-or-nothing character of the statute’s requirement that the transferor 
have been taxed on the property in question. If the prior estate was 
valued at $60,000, so that by reason of the specific exemption no tax 
was due, no part of the estate will qualify under section 812(c). If, 


12 Hermann S. Vath, 41 B.T.A. 487 (1940). 

18 Wells Fargo Bank & Union Trust Co. v. United States, 80 F.Supp. 787, 790-1 (N.D. 
Cal. 1948). Under the statute, the property in question is covered if it is included in com- 
puting the tax as “finally determined.” Since it is apparently irrelevant that it was im- 
properly included, it is not apparent why the Court felt called upon to decide that inclusion 
was in fact proper. 
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however, the prior estate had been valued at $60,001, so that a nominal 
tax was paid, the entire estate would qualify under section 812(c). Simi- 
larly, if a donee receives $33,000 and no tax is paid by the donor because 
of the specific exemption and exclusion, the property will not qualify; 
increase the supposed gift to $33,001, and it becomes qualified.* The 
availability of the deduction, then, is wholly independent of the rate at 
which the property was taxed on the prior transfer. This fact cannot 
easily be reconciled with the Congressional aim of preventing the unrea- 
sonable depletion of a family fortune when two deaths fall within a short 
period. It has seemed so bizarre to two state courts that they interpreted 
analogous (though somewhat differently phrased) state statutes to per- 
mit the deduction of only a part of the property.** Other states have 
avoided the result by granting a credit for the tax paid on the prior trans- 
fer instead of allowing the value of the property itself to be deducted.** 
Even if the prior estate was taxed, section 812(c) specifically denies 
the deduction if a similar deduction was allowed to the prior estate for 
the property in question. Thus if A bequeaths property to B, who in turn 
leaves it to C, and all three die within five years, B’s estate may deduct 
the property under section 812(c), but C’s estate may not.*” If, on the 
other hand, B (after inheriting the property from A’s estate) had trans- 
ferred it to C by gift in contemplation of death,** C’s estate could claim 
the deduction, notwithstanding that B’s estate enjoyed both a gift tax 
credit as well as a section 812(c) deduction on the property.*® In so 


14 Estate of Schmidt, 19 T.C. No. 10 (1952). Property received by gift in one year 
was held not to qualify under section 812(c) because the donor applied his exclusion and 
part of his specific exemption against it and paid no tax. Property received the follow- 
ing year (to the extent that it exceeded the exclusion, see note 44 infra) was conceded 
to be qualified under section 812(c) because the donor was taxed although he applied 
against the gift the exclusion and the balance of the specific exemption. Presumably if 
both gifts had been made in a single year, both would have qualified under section 812(c). 

15 Estate of Letchworth, 201 Cal. 1, 255 Pac. 195 (1927) ; In re Nilson, 201 Iowa 1033, 
204 N.W. 244 (1925). 

16 They are: Col., Ky., Mont., N.D., Tenn., Va., and Wis. For a proposal that this 
technique be applied to the federal tax, see p. 285 infra; Oakes, The Revision of the Federal 
Estate Tax, 34 Proc. Nat. Tax A. 429, 433 (1941). 

17 Apparently B’s estate may not transfer its rights to C’s estate foregoing the deduc- 
tion; the statute denies a deduction to C’s estate if the deduction was “allowable” to B’s 
estate. 

18 Or, presumably, by any other kind of inter vivos transfer bringing the property into 
the gross estate. 

19 Estate of Marjorie Hart, 2 T.C. 1246 (1943). The statute denies the deduction 
where a similar deduction was allowed in determining the “net estate of the prior 
decedent.” This restriction was held to be inapplicable where the property was acquired 
by gift rather than by inheritance, even though the donor’s estate may have had a section 
812(c) deduction in respect of the property. 
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holding, the Tax Court called the section’s draftsmanship “poor” and 
acknowledged that the result “may seem strange.” The Court was cor- 
rect on both scores. The basic statutory scheme of taxing gifts in con- 
templation of death and allied transfers in the same way as testamentary 
transfers is impaired, since C’s estate will be better off if he received the 
property by a gift in contemplation of death (or other inter vivos trans- 
fer) from B than if he received it by inheritance.” 

The Necessity for “Identifying” the Property. In addition to show- 
ing that the property was acquired from a taxable estate or donor (and, 
if from the former, that no section 812(c) deduction was allowable to 
the transferor), the claimant estate must establish that the 


property can be identified as having been received by the decedent from the 
donor by gift, or from such prior decedent by gift, bequest, devise, or inheri- 
tance, or . . . can be identified as having been acquired in exchange for prop- 
erty so received. 


This part of section 812(c) creates two conditions: there must have 
been a receipt of property by gift, bequest, devise, or inheritance; ** and 
property in the estate must be traced back to the transferee. 

The meaning of the first requirement has been substantially clarified by 
several judicial pronouncements and statutory amendments. Property re- 
ceived by the present decedent in settlement of claims asserted against a 
prior estate does not come within section 812(c).** This is only logical, 
since the prior estate was allowed to deduct the amount of the claims and, 
as a consequence, the transfer of the property in question was not taxed. 
On the other hand, the spirit of the statute quite clearly calls for the 
allowance in several situations where the Treasury formerly resisted it. 
Thus, at one time the Treasury took the position that the proceeds of life 


20 Perfect coordination of the treatment of gifts in contemplation of death and other 
lifetime substitutes for transfers at death with the treatment of testamentary transfers is 
already prevented by the fact that the gift tax paid is not added back to the estate. This 
indefensible concession to inter vivos transfers is counterbalanced, however, by the va- 
garies of the gift tax credit, which may be less than the amount actually paid, and by the 
failure to allow interest on the “down payment.” 

21 The statute speaks of property “received by the decedent from the donor by gift, or 
from [the] prior decedent by gift, bequest, devise, or inheritance.” Confusion has been 
generated by the repetition of the word “gift.” The reason for the repetition is that 
receipt from a prior decedent “by gift, bequest,” etc. was intended to include gifts in con- 
templation of death and other inter vivos substitutes for testamentary transfers. See Moses 
E. Greenebaum, 12 B.T.A. 823 (1928) ; Estate of Marjorie Hart, supra note 19. The 
other reference to receipt by gift was added when in 1924 the statute was extended to 
include property received by a transfer taxed under the new gift tax. 

22 Hull v. Continental Illinois Bank, 177 F.2d 217 (7th Cir. 1949). A portion of the 
property received by the second decedent from the estate of the first was in settlement of 
a claim of heirship; this part the Treasury allowed under section 812(c). Cf. Guaranty 
Trust Co., 3 B.T.A. 459 (1926) (property received from prior estate “in settlement of 
certain lawsuits”). 
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insurance were not received by “gift, bequest, devise or inheritance.” ** 
It sought similarly to disqualify property held in joint tenancy with the 
prior decedent, arguing that acquisition by the right of survivorship was 
not “by gift, bequest, devise or inheritance.” ** Both arguments were un- 
successful, and the Treasury regulations now acknowledge that the stat- 
ute embraces property received by the decedent as a joint tenant or tenant 
by the entirety and as a beneficiary of life insurance, as well as commu- 
nity property and property received as dower or curtesy.” Since 1942 
section 812(c) has embraced property which was taxed to the prior de- 
cedent or donor because he possessed a power of appointment.** More- 
over, the regulations take the position that if the present decedent is the 
possessor of a power of appointment, the property came to him by “gift” 
or by “gift, bequest, devise or inheritance.” 77 

While it is thus comparatively simple to determine whether or not 
property was received by gift, bequest, devise, or inheritance, it is fre- 
quently difficult to establish that the transferee’s estate includes property 
which “can be identified” as the property so received or as having been 
acquired in exchange therefor. But this second condition of the proviso 
quoted above must be complied with to get the deduction. If the property 
in question is Blackacre, identification is easy enough: A owned it, B 
inherited it, B owned it at the time of his death. Similarly, if A owned 
and bequeathed to B 100 shares of Consolidated Boondoggles, Inc., and 
B died owning 1,000 shares of Amalgamated Widgets, Inc., acquired for 
the Boondoggle stock when that company was merged into Widgets, the 
Widget shares “can be identified . . . as having been acquired in ex- 
change for property” received by gift, bequest, devise, or inheritance. 
But what if B inherited money or inherited Blackacre and sold it? Can 
the property included in B’s gross estate—whether cash, securities, real 
estate, life insurance, jewelry, or what not—be “identified as having been 
acquired in exchange” for the inherited property? The issue most fre- 
quently litigated under section 812(c) has been this question of identi- 
fication. 

The first round—in which was decided the leading case, Rodenbough 
v. United States **°—ended ominously for the taxpayer. Elizabeth Roden- 


28 Louise A. Gardner, 22 B.T.A. 1076 (1931). Here the Board of Tax Appeals allowed 
a deduction for property traceable to life insurance proceeds. But it reduced the allow- 
able deduction to account for the $40,000 of life insurance which was exempted (under 
pre-1942 law) from taxation in the prior estate. 

24 Comm’r v. Fletcher Savings & Trust Co., 59 F.2d 508 (7th Cir. 1932). 

25 Reg. 105, Sec. 81.41(a) (1). 

26 Revenue Act of 1942, Sec. 407(a) (1). 

27 Supra note 25. 

28 25 F.2d 13 (3d Cir. 1928). 
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bough was one of three residuary legatees under the will of her father, 
who died in 1918. From his estate she received securities worth nearly 
four million dollars. She sold some of these securities and deposited the 
proceeds in her personal bank account. About the same time she pur- 
chased other securities, paying for them with checks drawn on the same 
bank account. Upon her death in 1921, her executor claimed a deduction 
for property previously taxed, viz., the securities purchased in the man- 
ner just related. The Commissioner took the position that the decedent’s 
estate could deduct only the very property inherited or other property 
“exchanged” for it in the most literal sense, i.e., acquired by barter. 
Moreover, he asserted that there could be only one such “exchange.” A 
sale of inherited property followed by a reinvestment of the proceeds 
would not qualify. In fact, the Commissioner took the extreme view that 
even the proceeds of sale would not qualify unless received and held in 
the form of cash. If the property was paid for by check, and the check 
was deposited in a bank, the Commissioner argued that there were two 
exchanges: an exchange of the inherited property for the check; and an 
exchange of the check for the bank’s unsecured promise to pay! ** This 
preliminary skirmish was won by the taxpayer. The Court of Appeals 
for the Third Circuit held that there could be any number of exchanges, 
so long as the property for which the deduction was claimed could be 
traced back to the inherited property. This view has been accepted by 
the regulations,*° and no more has since been heard of the Commissioner’s 
restricted view of the meaning of “exchange.” 

But a second, more troublesome point was raised by the Treasury in 
the Rodenbough case—the question of commingling. The parties had 
stipulated “that Mrs. Rodenbough deposited all moneys that came to her 
from all sources in one general bank account and that she thus com- 
mingled moneys originally her own and moneys which arose from the 
sale or other disposition of securities she had received from her father’s 
estate.” ** How could the securities owned at the time of her death “be 
identified as having been acquired in exchange” for the inherited secu- 
rities? The Commissioner insisted that the executor must produce evi- 
dence linking the purchased securities to the inherited property. The ex- 
ecutor asserted that it should be presumed that the decedent had used 


291 B.T.A. 477, 482 (1925). 

30 Reg. 105, Sec. 81.43. See also Cary v. United States, 22 F.2d 298 (W.D.N.Y. 1927) ; 
Estate of Isabella C. Hoffman, 3 B.T.A. 1361 (1926). State courts, construing similar 
provisions, have arrived at the same result. In re Cooper’s Estate, 65 N.Y.S.2d 263 
(Surr.Ct.N.Y.Co.1946) ; In re Raynolds’ Estate, 219 Minn. 449, 18 N.W.2d 238 (1945). 
81 Supra note 28, at 17. 
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the proceeds of inherited property for her investments and her “own” 
funds for her personal expenditures. 
The Court, however, refused to presume that ** 


this lady, differing from our observation of others of her sex, reached into a 
common fund and carefully selected for reinvestment those moneys which had 
come to her from the sale and liquidation of particular securities that she had 
received from a particular source. Rather than setting up such a presumption, 
common experience, we think, indicates that she drew funds for reinvestment 
without thought of their source. 


In remanding, the Court stated that if no other evidence was available, 
it would be necessary to rely upon an analysis of the bank deposits and 
withdrawals. The purchased securities could then be traced back to the 
inherited property only to the extent the amounts withdrawn for invest- 
ment were too large to have been supplied from non-inherited sources. 
The outcome of the Rodenbough case, then, was not very promising 
for the taxpayer.** Although the Commissioner’s absurdly circumscribed 


82 Td, 

83 The opinion on remand, not officially reported, may be found in 15 A.F.T.R. 551 
(E.D. Pa. 1929). The Court found part of the property identifiable. 

Tracing by the Rodenbough method can be even more of an obstacle to the deduction 
than the facts in the case itself suggest. For even if it can be shown through an analysis 
of the decedent’s bank deposits that property was purchased with inherited funds, that 
property in turn might have been later sold and the proceeds commingled with non- 
previously taxed property. Suppose that thereafter property is purchased with a check 
drawn on the mixed account and that this property is owned at death. Presumably the 
“Rodenbough rule” would have to be applied a second time. Consider this example: A 
has $100,000 on deposit, of which $50,000 was the proceeds of a sale of inherited property. 
He spends $25,000 for his living expenses and buys securities for $75,000. [Under the 
Rodenbough rule if these securities were held until death, only $25,000 (in the absence 
of other evidence) could be attributed to the inheritance.] A then sells the securities for 
$75,000 and deposits the proceeds of sale. Thereafter he deposits in the same account 
$50,000 from other sources. He then uses $20,000 for personal expenses and buys securi- 
ties for $105,000. These securities are held until death. Presumably only $5,000 can be 
traced back to the inheritance, because when the securities owned at death were purchased, 
there were sufficient non-inherited funds on hand to cover $100,000 of their’cost. Where 
the decedent has bought and sold with some frequency, there may be repeated nibbling 
away at the amount of property that can be traced back to inherited property. The contrast 
between the decedent who kept his inherited property in a special account and the de- 
cedent who commingled his funds is especially striking in such instances. 

The example just described can also be used to illustrate certain unsettled issues under 
the Rodenbough rule. If the final purchase of securities is of 10,500 shares of XYZ, Inc. 
at $10 per share, and 500 shares are sold before death to meet living expenses, can any 
of the 10,000 shares left be traced back to the inherited property? Suppose the final pur- 
chase consisted of $5,000 worth of the securities of each of 21 companies. Can the last 
$5,000 order placed or filled be traced to the inherited property, so that if these are the 
only securities left, they will qualify under section 812(c)? Suppose the first $75,000 
purchase assumed above (of which $25,000 is traceable to inherited property) is for se- 
curities that increase in value, so that they bring $100,000 on a sale. When the proceeds 
of this sale are deposited, how is the inherited property account to be credited in order 
to apply the Rodenbough rule subsequently? Perhaps if all securities had increased by 
the same percentage, the inherited property account would be treated as rising from 
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definition of “exchange” was rejected, the necessity for an identification 
came to the fore as a major problem. Commingling of funds, a natural 
action, might prove fatal to the deduction. 

It will be noted, however, that the implacable analysis of the Roden- 
bough case was to be applied only because “[t]he only evidence available 
is . . . the decedent’s deposits, withdrawals and balances shown in her 
bank account.’’ In several later cases this has been the chink in the Com- 
missioner’s armor. Thus, where the decedent indicated that she wished 
“to purchase securities from the funds bequeathed her from her mother’s 
estate,” the securities so purchased were held to be traceable.** It was 
found in effect (in the words of the Rodenbough rule) that the decedent 
had “reached into a common fund and carefully selected for reinvestment 
those moneys which had come to her” by inheritance. In another case, 
where no testimony of the decedent’s desires was presented, the Court 
virtually established a presumption that the decedent “intended to pur- 
chase the new securities from the proceeds of the sale of the old.” **° The 
Court went on to say: 


To apply the Rodenbough rule would not be realistic. It would not be in accord 
with human experience.** 


The Court emphasized that the decedent in question was “‘an experienced 
investor.’ On the same day, however, the same Court applied the Roden- 
bough rule where there was “an entire failure” to establish the decedent’s 
intent.** 


$25,000 to $33,333. But what if some ‘securities tripled in value while others declined? 
Can particular securities be allocated to the inherited property account, on the assumption 
that the last $25,000 bought were, by the Rodenbough rule, acquired with traceable funds? 
If so, can this assumption be applied where the entire $75,000 were bought on the same 
day, by reference to the order in which the broker was told to buy the various securities 
or by an analysis of the hour and minute when each order was executed? 

84 Wiggin v. Hassett, 56 F.Supp. 263 (Mass. 1944). See also Estate of Miller, 3 T.C. 
1180 (1944). 

85 Horlick v. Kuhl, 62 F.Supp. 168, 174 (E.D. Wis. 1945). 

86 Supra note 35, at 174. The Court went on to indicate that it thought “the Roden- 
bough rule” was to assume that the second decedent always intended to draw on his in- 
heritance for his living expenses and on his other funds for his investments. Of course, 
the Rodenbough rule meant simply that if the executor, who must establish the source of 
the property he seeks to deduct, can offer no other evidence than the bank records, he 
has not traced any investments to the inherited property if there are other funds with 
which the investments could have been made. 

87 Van Dyke v. Kuhl, 78 F.Supp. 698 (E.D. Wis. 1945). The Court distinguished the 
Horlick case, supra note 35, as one “where all the facts and circumstances clearly indi- 
cated an intent by the second decedent to purchase the new securities from the proceeds 
of the old.” The Horlick opinion, however, sets out no “facts and circumstances,” ‘except 
that the decedent there was “an experienced investor” whose bank balance, before the 
proceeds of the inheritance were deposited, was “quite low.” The Court then asked: 
“How can there be any doubt that he intended to purchase the new securities from the 
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Apparently only “an experienced investor” could be presumed to have 
the requisite thought of the source of his investment. It remained for 
Judge Learned Hand, in deciding another commingling issue under sec- 
tion 812(c), to administer what could be the coup de grace to the Roden- 
bough rule. He held that, in the absence of evidence, he would assume 
that the action most favorable to the taxpayer was taken, apparently be- 
cause if the consequences had been understood that was the action that 
would unquestionably have been taken.** He was then speaking of an 
executor, who of course has a fiduciary obligation to act thus, but the 
decedent himself also has a motive, though not a duty, to pursue his self- 
interest. This rationale would serve to bury the Rodenbough rule even 
as to giddy females and shiftless males.*° 

In examining the Rodenbough rule and its competitors, one is struck 
by the fact that persons in precisely the same economic circumstances will 
be treated differently, depending upon whether someone can be found to 
testify that the decedent’s fondest desire was to reinvest his inheritance 
or upon whether a court will assume that that was what he probably 
wanted. The deduction can be insured by depositing the funds in a sep- 
arate account and drawing on it for investments. It is sticking in the 
bark to deny the deduction for want of a formality having utterly no 
non-tax consequences. 


proceeds of the sale of the old?” In the Horlick case, the Court seems to reject the 
Rodenbough rule and to adopt its exact opposite, yet in the Van Dyke case the Court 
seems to embrace the Rodenbough approach. 

88 Blair vy. Dustin’s Estate, 30 F.2d 774 (2d Cir. 1929). The issue here arose under a 
proviso added to section 812(c) in 1921 (since repealed, see pp. 277-8), providing that previ- 
ously taxed property could be deducted only if it was not deducted as (i.e., used to pay) 
administration expenses or charitable bequests. The executors of the estate in question had 
sold previously taxed property and deposited the proceeds in an account that also included 
other funds and then drew checks on the commingled funds to pay charitable bequests 
and administration expenses. In holding that the remaining funds not so used could be 
regarded as the previously taxed property, Judge L. Hand said: “We think that the 
situation at bar is such as to justify raising a... presumption . . . that the executors 
did act with a view to the estate’s best interest, which, as we have said, is equivalent to 
assuming that they knew the law. Like any other presumption, it would cease, once 
proof were introduced on the other side. Here there was none. So, while as mere matter 
of reasoning we agree that we should have no right to conclude that they did so intend, 
we hold the transaction one where justice requires us to act as though they had. If we 
did not, we should have to presume that the earliest withdrawals were from the earliest 
deposits, an equally gratuitous assumption, and adopted only in default of any other. It is 
true that we might hold that, in the absence of all proof, the taxpayer should fail; but, 
in so doing, we should abandon doctrines generally applicable to such situations, which 
are dealt with by recourse of one sort or another to such devices.” 30 F.2d 774, 776. 
Query: Would proof that the executors acted in ignorance of the law dissipate the 
presumption? 

39 The Tax Court has gone the whole way, holding that identification is sufficient, not- 
withstanding a commingling of funds, if the cost of the new securities is less than the 
proceeds of the old. Estate of Schroeder, 13 T.C. 259 (1949). 
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It should be noted, however, that even the most lenient cases on com- 
mingled funds will not help the poor (or rich) devil who draws on in- 
herited funds for riotous living and later goes to work and saves his 
earnings.*® His economic position miay be precisely the same as his neigh- 
bor’s, but the deduction will be denied because the property owned at 
death cannot be traced to the inheritance. Similarly, if he has separate 
accounts for previously taxed property and for other assets but draws on 
the latter account for his investments, they will not qualify under sec- 
tion 812(c). So long as identification is required, formalism will take 
precedence over equity among taxpayers. 

Certain other questions of identification may also be briefly noted. It 
is now established that securities acquired as a stock dividend or through 
the exercise of subscription rights on previously taxed securities may 
qualify for the deduction.** Where property owned at death by the second 
decedent was purchased by him from the prior decedent on credit, and 
the debt was discharged with funds or property inherited from the prior 
decedent, the property qualifies under section 812(c).** Similarly, where 
the beneficiary of a prior estate, during its period of administration, bor- 
rowed money to purchase property, the property was held to qualify under 
section 812(c) because the loan was paid off upon receipt of the legacy. 


THE LIMITATIONS 


Compliance with the foregoing conditions serves to qualify the property 
under section 812(c). The deduction, however, is not necessarily the full 
value of the property so qualified ; a variety of limitations now comes into 
play to determine the amount of the deduction. These limitations include 
provisions that limit the basic valuation assigned to a given item of prop- 


40 See Estate of Schroeder, supra note 39, at 264: “Of course, if the previously taxed 
cash had been deposited in this account and then withdrawn before additional non-previ- 
ously taxed cash was deposited, it could not be said that the credit balance on the date of 
decedent’s death was traceable to previously taxed cash.” 

41 Blair v. Dustin’s Estate, 30 F.2d 774 (2d Cir. 1929). It was conceded that any new 
money contributed upon exercise of the stock rights must be deducted from the final valu- 
ation. If the rights are not exercised but are sold instead, the proceeds (if properly identi- 
fied) will qualify for the deduction. Estate of Susan K. Thorn, 16 B.T.A. 181 (1929). 

42 Estate of Mary D. Gladding, 27 B.T.A. 385 (1932). Cf. McFadden vy. United States, 
20 F.Supp. 625 (E.D. Pa. 1937). 

48 Estate of Devereux Milburn, 6 T.C. 1119 (1946). One Court has declined to follow 
similar logic when it operated to the taxpayer’s disadvantage. In Levi v. United States, 
14 F.Supp. 513 (Ct. Cl. 1936), the decedent had been left certain corporate stock under 
his wife’s will. Before distribution of the wife’s estate the decedent had made a gift to 
his nephew of an equal amount of the same stock because he felt that his wife should 
have left the stock to the nephew. The Court of Claims nevertheless allowed the dece- 
dent’s estate to deduct the stock received from his wife’s estate. 
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erty and others that reduce the amount so assigned to compensate for 
certain attendant circumstances. 

Valuing the Previously Taxed Property. In the first place, in com- 
puting the deduction the executor must use either the value of the prop- 
erty as reported by him or its value as “finally determined” in reporting 
the previous transfer, whichever is lower.** If the property has declined 
in value, the deduction cannot exceed its present value; if the value has 
increased, the deduction cannot exceed the value previously taxed. Other- 
wise, of course, the deduction would do more than simply prevent the 
unduly rapid diminution of a family fortune; either appreciation would 
go untaxed or (in the event of depreciation) the deduction would serve 
to immunize the second decedent’s non-inherited property from tax. 
Where more than one item of property is involved, however, the aggre- 
gate value may be used.*° Thus, if one or more items have decreased in 
value between the two deaths while others have increased, the subsequent 
estate is not limited to the lower value of each specific piece of property. 
Depreciation in some items may be offset by appreciation in others. 


44 This valuation technique was added by the Revenue Act of 1929, Sec. 403(a) (2). 
Under the 1918 Act the deduction was set at the value of the property in the second dece- 
dent’s estate. Supra note 3. But it was soon discovered that this gave the second decedent 
a “windfall” if the property appreciated during the period he held it, and the statute was 
amended. For cases discussing what is a “final determination” of the value of inherited 
property where the executor of the prior estate and the Treasury were in dispute, see 
note 10 supra. See also on the valuation issue, Estate of Hauch, 19 T.C. No. 12 (1952). 

Where the property was received by gift, the regulations take the position that only 
the part that exceeds the exclusion is “the value of such property in determining the 
value of the gift.” Reg. 105, Sec. 81.41(b)(3), second paragraph. Thus, if property 
worth $24,000 is received by gift, and an exclusion of $4,000 is applied against it, only 
the balance of $20,000 will qualify under section 812(c). The regulations go on to carry 
to its logical extreme this view that only the excess over the exclusion was taxed to the 
transferor. If the property in question is worth $18,000 when the transferee dies, only 5/6 
(i.e., 20,000/24,000) of its value, or $15,000, may be deducted. This limitation is based on 
the statutory language: “This deduction shall be allowed ... only to the extent that 
the value of such property is included in the decedent’s gross estate.” The phrase “such 
property” is apparently construed by the Treasury to mean the percentage of the property 
that was reported as a “gift” by the donor. An attempt to apply somewhat similar reason- 
ing to the specific exemption was rejected by the Tax Court. Supra note 14. 

At the opposite extreme is Virginia V. Gary, 30 B.T.A. 1143 (1934). Here the second 
estate included a remainder interest, worth $285,000, in certain shares. The shares them- 
selves had been included in the prior estate at the value of $375,000; at that time, the 
remainderman’s interest was worth $273,000. The Court held that “the property” had 
been included in the prior estate at the value of $375,000. Pressed to its extreme, this 
view would frustrate the Congressional purpose. There could be several remaindermen, 
all claiming under section 812(c) ; if the property had appreciated, each might have an 
interest worth $375,000. The aggregate section 812(c) deductions could then exceed the 
value actually taxed, thus allowing the appreciation to escape a transfer tax. (In the 
Gary case the stock had not in fact increased in value.) 

45 This provision was added by the Revenue Act of 1932, Sec. 806. 
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Claims Against the Transferor. In 1932 Congress enacted a corollary 
to the rule that the deduction may not exceed the value of the property as 
reported by and taxed to the prior estate or donor. If a mortgage or 
other lien against the property was deducted in computing the tax on the 
prior transfer, the section 812(c) deduction must be reduced to the ex- 
tent that the mortgage or lien has been paid off.** The proviso’s effect 
is best illustrated by an example. Assume that property worth $100,000, 
subject to a mortgage of $25,000, was inherited, that the mortgage was 
paid off by the second decedent, and that the property’s present value 
is still $100,000. The proviso has the effect of reducing the deduction to 
$75,000. The theory is that only the equity of redemption, not the full 
value, was taxed on the prior transfer.** 

Where a claim was a lien against the entire prior estate, however, and 
the present decedent is the sole beneficiary or residuary legatee of that 
estate, the law is not so clearly defined. If the prior estate has not yet 
been administered, it has been held that the decedent’s estate may report 
as property previously taxed only the net value of what is due him from 
such prior estate.** And if the decedent, acting as executor of the previous 
estate, distributed to himself property subject.to general liens and then 
paid off those liens from his own funds, his estate may deduct only the 
net value (property less liens) as property previously taxed. To the ex- 
tent he paid off the liens from his own funds, the decedent is a purchaser, 
not a legatee.*® On the other hand, it has been held that the estate of a 
decedent who receives property subject to a debt to himself may deduct 
the full value of the property as previously taxed. Here the decision was 
based on a finding that the decedent “waived his right” to collect the 


46 Revenue Act of 1932, Sec. 806. Although the statute itself does not require that the 
mortgage or lien have been applicable to the inherited property, this was its obvious in- 
tention, as the regulations acknowledge. Reg. 105, Sec. 81.41(b) (2). See H. R. Rep. 
No. 708, 72d Cong., Ist Sess., 1939-1 Cum. Buti. (Part 2) 457, 492. It has been held 
immaterial that the debt was paid off with other funds of the estate rather than with 
funds of the heir. Ransbottom’s Estate v. C.I.R., 148 F.2d 280 (6th Cir. 1945). This re- 
sult was proper in the case itself, where the second decedent was the sole beneficiary of 
the first estate, but would not comport with the statutory purpose if he were not. 

47If the value of the property had declined to $60,000, the deduction would be only 
$35,000. Reg. 105, Sec. 81.41(b) (2). 

48 Bahr v. Comm’r, 119 F.2d 371 (5th Cir. 1941); Thomas v. Earnest, 161 F.2d 845 
(5th Cir. 1947). The latter decision qualifies the former by holding that estate taxes 
should not be deducted from the value of the prior estate in determining its net value. 
This limitation is proper; the value of the estate before the estate tax is deducted is 
what has been “previously taxed” so as to be entitled to immunity from a second tax. 

49 Central Hanover Bank & Trust Co. v. Comm’r, 159 F.2d 167 (2d Cir. 1947). The 
Court asserted that “[i]t is of no consequence whether the debts were liens in a formal 
sense upon the [prior decedent’s] assets; it is enough that, if the [present decedent] did 
not pay them, the creditors could follow them and sell them on execution.” Jd. at 168. 
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debt due him.*’ Where the income of the prior estate during adminis- 
tration was used to pay off general debts of the prior estate, the courts 
have gone both ways. Some allow the full value of the property in the 
prior estate as a deduction.** Another court has limited the deduction to 
the net value of the prior estate at the time of the prior decedent’s death. 
The latter result seems more in keeping with the purpose of the statute. 

Claims Against the Transferee’s Estate. Once the value of the prop- 
erty has been adjusted to take account of claims against the prior estate 
or donor, it becomes necessary to make other (similarly downward) ad- 
justments because of the claims to which the property is subject in the 
present estate. The general problem may be illustrated by assuming that 
the property previously taxed is bequeathed by the second decedent to a 
charity or used to pay administrative expenses. May the estate deduct 
both the expense or charitable bequest and also the property previously 
taxed? Under the provision as first enacted it could.** 

In 1921 Congress made its first move to deny such a double deduction. 
The statute was amended to provide that the previously taxed property 
could be deducted under section 812(c) only to the extent that it was not 
deducted as a charitable contribution or as an expense.** Form was thus 
placed above substance, for the deduction now apparently depended upon 
whether expenses or charitable legacies were paid with previously taxed 
property or with some other item in the estate. In point of fact, the courts 
neatly emasculated the restriction. Some did this by presuming that if 
the executor commingled previously taxed funds with other funds, he 
used the latter to pay expenses and charitable bequests.** Others held 
even more boldly that if the estate had enough other property to cover 
the expenses and charitable bequests, there was no forbidden double 


50 Estate of George Rice, 7 T.C. 223 (1946). Four judges dissented. The decision is 
well criticized in a case note at 59 Harv. L. Rev. 1315 (1946). 

51 Comm’r vy. Garland, 136 F.2d 82 (1st Cir. 1943) ; Constance C. Churchill, P—H T.C. 
Mem. Dec. {[44,086. These cases relied on a literal interpretation of the statute. 

52 McCarthy v. Delaney, 76 F.Supp. 471 (D. Mass. 1948). Here the Court specifically 
repudiated the Garland rationale, supra note 51, even though that case had been decided 
by its own Court of Appeals. It asserted that “[w]here A owing X money, leaves to B 
all his estate, B’s right to the property is junior to X’s right to reach the property. Re- 
gardless of whether A’s debts to X are paid out of the sale of some of the assets in A’s 
estate . . . or out of the income which A’s estate earns after A’s death [and which is 
therefore not a part of A’s bequest to B], or out of B’s pocket, the value of the bequest 
from A to B is the value of A’s gross estate less the amount of A’s debt to X.” Jd. at 
473. It makes no difference, said the Court, whether what was paid off was a mortgage 
or an “inchoate floating charge.” Ibid. 

58 Supra note 3. 

54 Revenue Act of 1921, Sec. 403(a) (2). 

55 Blair v. Dustin’s Estate, supra note 38. 
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deduction and consequently no occasion to limit the section 812(c) 
deduction.”® 

Recognizing that the purpose of the 1921 restriction had “not been 
entirely accomplished,” Congress in 1932 extensively revised the statute.” 
Its new approach was to charge the previously taxed property with a 
portion of all the deductions (including the exemption) allowed to the 
second estate. Thus, if the gross estate was $300,000, of which $100,000 
was previously taxed property, and the specific exemption and deductions 
(other than for previously taxed property) came to $150,000, the previ- 
ously taxed property would be reduced by its share (50 per cent) of the 
exemption and other deductions. The deduction under section 812(c) 
would then be $50,000. 

In 1942 Congress refined (to speak charitably) the formula for charg- 
ing previously taxed property with its “fair” share of the exemption and 
other deductions, and the statute has not been changed in this respect 
since.* In giving the statute its present form, Congress was concerned 
with the fact that some of the estate’s deductible claims might be enforce- 
able only against specific items of property. To the extent that the previ- 
ously taxed property is not subject to a partcular claim against the estate, 
it seemed unfair to reduce the section 812(c) deduction by any part of 
that claim. On the other hand, some of the non-previously taxed prop- 
erty might be immune to levy on a particular debt ; in this event, it seemed 


56 Seaboard National Bank, 11 B.T.A. 1386 (1928) ; Parrott v. United States, 42 F.2d 
522 (N.D. Cal. 1929) ; Estate of Thorn, 16 B.T.A. 181 (1929) ; Emma C. Boetticher, 19 
B.T.A. 616 (1930); Calvert Crary, 19 B.T.A. 634 (1930). In the Seaboard case the 
Board pointed out that under the strict construction urged by the Commissioner “the al- 
lowance of the deduction for prior-taxed property would be made to depend upon accident, 
mistake, or the method of bookkeeping employed by the executor, and we are not per- 
suaded that such was the intention of Congress in providing for the deduction in ques- 
tion.” (1396-7) 

Where part of the property previously taxed was the subject of a specific charitable 
bequest, however, the deduction under section 812(c) was limited to the balance. Estate 
of Laura N. Kirkwood, 23 B.T.A. 955 (1931). This result also followed where the execu- 
tor failed to show that there were available sufficient funds from other sources to satisfy 
charitable bequests. Fidelity Union Trust Co., 6 B.T.A. 125 (1927). 

57 Revenue Act of 1932, Sec. 806. See H. R. Rep. No. 708, 72d Cong., 1st Sess., 1939-1 
Cum. Butt. (Part 2) 457, 492. 

58 Revenue Act of 1942, Sec. 405(b). The change in section 812(c) was inspired by 
the same principle that occasioned an .mendment then being made to I.R.C. §812(b), 
relating to deductions for claims against the estate. Id. Sec. 405(a). This change limited 
the deduction for such claims to the value of the property in the estate which could be sub- 
jected to payment of the claims in the final settlement of the estate. See H. R. Rep. 
No. 2333, 77th Cong., 2d Sess. 164 (1942), 1942-2 Cum. Butt. 372, 418. Cf. Estate of 
Samuel Hirsch, 14 T.C. 509 (1950). Prior to this change, some estates had obtained 
deductions in an amount which exceeded the value of property against which claimants 
could proceed for satisfaction. E.g., Union Guardian Trust Co., 32 B.T.A. 996 (1935). 
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that such a claim should be fully allocated against the property (including 
any previously taxed property) that was subject to it. The report of 
the House Committee on Ways and Means gives this example of the 
effect of the new provision: °° 


This general rule may be illustrated by the case of a gross estate consisting of 
Blackacre valued at $100,000, Whiteacre valued at $120,000, and insurance 
proceeds, exempt from creditors’ claims, in the amount of $100,000, and 
deductions allowed under section 812(a), (b), and (d) totaling $170,000, 
including a $20,000 mortgage enforceable only against Blackacre. If the 
estate is entitled to a deduction under section 812(c) by reason of the inclusion 
of Whiteacre in the estate of the prior decedent at a value of $120,000, under 
section 812(c), as amended, the amount allowable as the deduction is $30,000, 


computed by reducing $120,000 by Sa of $120,000. 


It may be noted that the statute goes much further than simply to 
allocate against Blackacre and Whiteacre the full amount of the general 
claims to which the insurance proceeds are not subject. For the deduc- 
tions charged exclusively against the two parcels of real property include 
the specific exemption. The insurance proceeds are taken out of the equa- 
tion (because they are not subject to general claims) no matter how small 
in amount the general claims may be. 

On the other hand, the statute, in keeping with this favorable treat- 
ment of property not subject to general claims, grants a boon to the estate 
where the previously taxed property itself is immune to general claims. 
To the extent that it is so immune, it is not charged with any of the 
estate’s deductions. To revert to the example above, if Whiteacre were 
immune to “general claims,” its value would not be reduced at all.® 


59H. R. Rep. No. 2333, 77th Cong., 2d Sess. 164 (1942), 1942-2 Cum. Butt. 372, 492. 
The computation can also be stated in the following manner, which follows more closely 
the language of the statute. Let: 


X= the amount by which the deduction is to be reduced ; 

A= “the amounts allowed as deductions under subsections (a), (d), and (e) and 
the amounts of general claims [as defined in the penultimate sentence of section 
812(c)] allowed as deductions under subsection (b)”; 

B= “the amount otherwise deductible under this subsection [as defined’ by section 
812(c) (2)]”; and 

C= “property subject to general claims [as defined in the penultimate sentence of 
section 812(c) ].” 


inn: SA ss B's CS 
Or, using the figures of the illustration: 





X__ __ $120,000 
$150,000 $200,000 
X = $90,000. 


60 This is because “the amount otherwise deductible under this subsection” (B in the 
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Commentators have pointed out that the elaborately fashioned reduction 
can be avoided in some states by the absurdly simple device of placing 
previously taxed property in a revocable trust.** Where such trust prop- 
erty is not subject to the claims of creditors, it will not have to be re- 
duced by any of the estate’s deductions. This will be so despite the 
decedent’s retention for his life of the same control he would have had 
if the property had not been placed in trust. Where local law provides 
that property in a revocable trust remains subject to the claims of credi- 
tors, other trust provisions to immunize the previously taxed property 
from general claims can be adopted, though they entail the loss of some 
control over the property. 

Congress has thus struggled from 1921 to now to little avail. In point 
of fact, however, its 1932 and 1942 theory that the previously taxed 
property should be charged with part of the estate’s deductions is about 
as hard to defend as its equally unsuccessful 1921 effort to deny the sec- 
tion 812(c) deduction altogether when the previously taxed property was 
used to pay charitable bequests or expenses. Unless the estate’s deduc- 
tions are greater because of the previously taxed property, the rationale 
of the section 812(c) deduction seems to dictate that the property, having 
“paid its way” on the previous transfer, should go scot-free now. It 
would make more sense to charge against it a share of the deductions of 
the prior estate, a practice now followed (as has been seen) only with 
respect to mortgages and liens chargeable against the property itself. 

Having decided that previously taxed property should be charged with 
a share of the second estate’s deductions, however, how did Congress 
happen to open such a broad route to avoidance of its purpose? The 


formula supra note 59) includes only that part of the previously taxed property subject 
to general claims. See section 812(c)(2). If none of the previously taxed property is 
subject to general claims, B becomes zero; then: 


ee 
$150,000 ~ $200,000 
a=. 

61 See Trachtman, Property Previously Taxed, 89 Trusts & Estates 160 (1950); 
MonrTcoMERY’s FepERAL TAxEs—Estates, Trusts AND Girts 733 (1951). On the other 
hand, increasing the amount of non-previously taxed property subject to general claims 
increases the denominator of the fraction and thus is another way to prevent a reduction 
of the section 812(c) deduction. Realizing this, taxpayers have several times tried to 
prove that borderline items in an estate were really subject to general claims. E.g., Es- 
tate of Susie C. Haggett, 14 T.C. 325 (1950) ; Estate of Emma H. Emanuel, 9 T.C. 779 
(1947). Both cases involved revocable transfers in trust. If the property so transferred 
had been previously taxed, the same question (whether the corpus was subject to general 
claims) would have been present, but the executors and Commissioner would have re- 
versed their arguments. Supra note 60, 
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Committee Reports show that this occurred in the effort to refine the 
formula of reduction still further : * 


In some cases, however, the previously taxed property (or the property received 
in exchange therefor) itself may not be wholly subject to general claims. In 
such cases it is first necessary to reduce the deduction by the amount of the 
deductible items under section 812(b) which, under the applicable law, in the 
final adjustment and settlement of the estate may be enforced only against such 
property. Then the balance, if any, of the deduction is to be reduced as pre- 
viously indicated, this time, however, substituting for the full amount of ‘the 
amount otherwise deductible’ only that part of such amount which is subject 
to general claims. Thus, if in the example previously given, Blackacre instead 
of Whiteacre were the property previously taxed, the deduction would be 
$20,000, computed by first reducing the $100,000 otherwise deductible by 
$20,000, the amount of the mortgage enforceable only against Blackacre, and 
F 15 

then by reducing the balance, $80,000, by Set of $80,000, 

This adjustment is of course entirely consonant with the Congressional 
aim of allocating a portion of the “floating” deductions against the pre- 
viously taxed property. It requires all deductions specifically chargeable 
against that property to be applied against it first, and a fair share of 
the rest of the deductions to be applied against the balance. The drafts- 
men apparently overlooked the possibility that previously taxed property 
might be immune to general claims not because it was encumbered by 
specific claims but because it was not subject to claims at all! 


TueE EFFECTS OF THE MARITAL DEDUCTION 


The latest, and most drastic, limitation on the deduction for property 
previously taxed came in 1948. In creating the marital deduction, Con- 
gress made three changes in section 812(c).® 

First, in charging the previously taxed property with its share of the 
present estate’s other deductions—the restriction just discussed—Congress 
included the estate’s marital deduction as one of the amounts so to be 
allocated. This change was consistent with the 1942 modifications. 

Second, Congress provided that if the decedent received the property 


62 Supra note 59, at 492-3. 

68 Revenue Act of 1948, Sec. 362. The changes do not apply to I.R.C. §861(a) (2), the 
provision governing the deduction for property previously taxed that is part of the estate 
of a non-resident alien, apparently because the marital deduction itself was not made 
applicable to such estates. But the estate of a non-resident alien may include property 
inherited from a resident spouse who took advantage of the marital deduction. It is sur- 
prising to find that the non-resident alien may deduct it under section 861(a) (2), when 
a citizen cannot do so under section 811(c). The same anomaly exists as to property 
received by gift from a couple who took advantage of section 1000(f) to split the gift in 
computing gift tax. 
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by gift from a married couple, one-half should be considered as received 
by the decedent from each spouse if the donors took advantage of the 
option offered by section 1000(f) to split the gift for tax purposes. Thus, 
if one spouse was able to apply a specific exemption against one-half of 
the gift, while the other’s specific exemption was exhausted, only one-half 
will be regarded as property previously taxed. Were it not for this re- 
striction, it might be asserted that “the amount finally determined as the 
value of such property in determining the value of the gift” was its full 
value. One problem is left unclarified. If only one-half of the donated 
property is found in the estate at death, can it be “identified” in whole 
or in part with the half of the gift that was taxed? Should the far-sighted 
donee deposit one-half of the gift in an account labelled “father’s gift” 
and the other half in an account labelled “mother’s gift,” using for per- 
sonal expenses only the latter account if it was his mother who applied 
her specific exemption against the gift when the transfer was made? 

The third amendment to section 812(c) is far more drastic. Congress 
felt, properly, that if property had enjoyed the benefit of the marital de- 
duction on the prior transfer, it had not “paid its way” so as to earn the 
privileges of previously taxed property. Indeed, in some circumstances 
allowance of the section 812(c) deduction to the widow on her death (or 
to the widower on his) might have made a shambles of the estate tax. 
If H left one-half of his property to W and the rest to his children, and 
W’s estate (assuming her death within five years) got a section 812(c) 
deduction for the very property that gave H’s estate the marital deduction, 
the whole family fortune would go to the children at the price of a tax on 
only one-half. While the section 812(c) deduction should certainly be 
denied here, a partial allowance would be quite appropriate if H had left 
his entire estate to W. 

But Congress, perhaps influenced by the present intricacy of section 
812(c), apparently did not wish to grope for a formula defining when 
the deduction should be allowed and when denied. Instead it enacted a 
blanket disqualification of all property (a) received from the estate of a 
prior decedent who was the spouse of the present decedent and who died 
after December 31, 1947, or (b) received by gift after the enactment 
of the Revenue Act of 1948 from the present decedent’s spouse.** Since 
spouses are more likely to die within a few years of each other than per- 


64 Now we can look forward to some questions of identification. Suppose a bank ac- 
count is made up of funds inherited within five years from a spouse, funds inherited within 
five years from another testator, and other funds, and that the second decedent draws 
indiscriminately on it for investments and living expenses. If the Rodenbaugh rule, supra 
note 39, is rejected, will the courts go so far as to presume that a testator not only 
meant to invest inherited furds, but that he intended to invest only the funds that would 
qualify for deduction under section 812(c) ? 
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sons of different generations, the 1948 change prevents section 812(c) 
from being applied to precisely those situations where it is most needed.” 
This of course adds fuel to the passion, which may have unfortunate 
personal consequences, of leaving to a spouse the amount of the maxi- 
mum marital deduction and not a penny more. While a “refined inte- 
gration” of the marital deduction with the previously taxed property de- 
duction might have been a forbidding task, it would have been possible 
to provide that if W received any amount in excess of the marital deduc- 
tion taken on the transfer, that excess would qualify for the section 812(c) 
deduction. 


CONCLUSION 


In any comprehensive revision of the federal estate and gift tax struc- 
ture—already long overdue*’—section 812(c) will require a thorough 
overhauling. Several observers, indeed, have proposed reforms so thor- 
ough-going that no room would be left for section 812(c).°* Other pro- 
posals, however, would preserve the deduction but alter it extensively.” 
So far as we can judge, the more drastic suggestions have so little pros- 
pect of adoption, that at least for the foreseeable future the question of 
a deduction for previously taxed property will remain with us. 

The statutory aim of the deduction—to prevent an “unconscionable 
dilution of an estate”’’°—is appealing. Yet we know almost nothing of 
the extent of the problem. In 1945, the last year for which details are 
available, the average deduction for previously taxed property was about 


65 Of the reported federal cases dealing with the deduction for property previously 
taxed, almost half involve transfers by one spouse to another. 

66 Surrey, Federal Taxation of the Family—The Revenue Act of 1948, 61 Harv. L. 
Rev. 1097, 1136-38 (1948). 

67 “The estate and gift taxes have been the neglected stepchildren of the federal reve- 
nue system. The care and attention lavished on the federal income tax have been notice- 
ably absent in the case of these transfer taxes. The rudimentary beginnings in 1916 of 
the ‘modern’ estate tax, to use the adjective in only a chronological sense, have been suc- 
ceeded by patchwork revisions both as to technical features and revenue features.” Surrey, 
An Introduction to Revision of the Federal Estate and Gift Taxes, 38 Cauir. L. Rev. 1 
(1950). 

68 One such reform is the “bequeathing power succession tax,” which would make the 
tax independent of the number of transfers and dependent upon the age differential be- 
tween transferor and transferee. Vickrey, AGENDA FOR PROGRESSIVE TAXATION 224-48 
(1947). Another is the proposal that estate and gift taxes be abolished and all gratuitous 
receipts be taxed to the recipient as income. Srmons, PersonAL INcoME Taxation 125- 
47 (1938). 

69 FEDERAL EsTATE AND Girr TAXES, A PROPOSAL FOR INTEGRATION AND FOR CORRELA- 
TION WITH THE INCOME Tax 61 (Joint Study by Advisory Committee to Treasury Depart- 
ment and Office of Tax Legislative Counsel, 1947) ; Rudick, A Proposal for an Acces- 
sions Tax, 1 Tax L. Rev. 25, 40-1 (1945). 

70 Rudick, supra note 69. 
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$4,000 per taxable estate and $450 per non-taxable estate.** But these 
bare figures scarcely support any firm conclusions as to the importance 
of some provision, not necessarily the present one, for property previously 
taxed. For one thing, they tell nothing of the amount of tax paid on the 
prior transfer. The Treasury, by inspecting the prior returns, could as- 
certain in how many cases the second tax, if the property previously 
taxed had not been deducted, would have worked “an unconscionable 
dilution” of the estate. This task should certainly be undertaken as a pro- 
logue to any revision of the law. 

It may be that the supposed problem does not arise frequently enough 
to justify a statutory safeguard, though of course mere frequency alone 
should not be the test, since grave unfairness in a few cases may be wor- 
thier of statutory attention than slight inequity in more instances. More- 
over, the published statistics report the deductions taken rather than the 
value of the property previously taxed. A Treasury report on the amount 
of property involved before the statutory downward adjustments are ap- 
plied would better show the extent of the problem than the amount of 
the net deduction. No Treasury study, to be sure, will uncover the pre- 
viously taxed property that is never claimed on the return because identi- 
fication is thought by the executor to be totally impossible. Perhaps the 
tax rate pattern for such property would not differ markedly from the 
pattern for identifiable property. If there is a difference, it would prob- 
ably be that unidentifiable property is less heavily taxed at either transfer; 
where a heavy tax has been paid or is in prospect, there is more likely 
to be a tax advisor who will warn about the importance of a separate 
account for the previously taxed property. 

If there is need for a safeguard against two taxes in rapid succession, 
it is clear that section 812(c) does not now provide it. The requirement 
of identification, serving no policy purpose, acts as the first restriction. 
Where the property can be properly traced, it must be reduced, perhaps 
drastically, by a portion of the second estate’s deductions. Finally, prop- 
erty received from a spouse will ordinarily not qualify at all. 

On the other hand, in one way section 812(c) is too lavish. In seeking 
to prevent “unconscionable dilution,” it may facilitate the escape of a 
generation of taxes, where property is transferred from father to son to 
grandson, a loophole of some importance if the first transfer was taxed 
lightly. Of course, if we can swallow the life-estate-remainder sequence,” 
we should perhaps not strain at this relatively minor defect in the estate 
tax structure. But when reform comes, it will be hard to defend the way 


71. U.S. Treasury DEPARTMENT, STATISTICS OF INCOME FoR 1944 (Part 1) 304 (1950). 
72 Surrey, supra note 66, at 18-23. 
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section 812(c) confers blanket immunity upon all previously taxed prop- 
erty without regard to the amount of tax paid on the prior transfer. 

These observations lead us to suggest the following changes in section 
812(c) if a Treasury study of the kind suggested discloses sufficient 
reason for the retention of some allowance for previously taxed property : 

1. No tracing or identification should be required. No one has ever 
advanced a shred of reason for distinguishing between the heir who re- 
tains his patrimony intact while living on his “own” funds, and his brother 
who does the reverse. 

2. The value of the property as otherwise determined should not be 
reduced by any part of the second estate’s deductions. While it is possible 
that some of these deductions are greater because of the inherited property, 
the possibility (except for the marital deduction) is too flimsy to form 
the basis for a statutory restriction. 

3. The 1948 disqualification of all property received from a spouse 
should be moderated, as suggested earlier, so that any excess over the mari- 
tal deduction will be entitled to the section 812(c) deduction. 

4, The tax actually paid on the prior transfer should be taken into ac- 
count. This could be done by converting the deduction into a credit in 
the following way: 

(a) compute a “tentative” tax on the estate as reduced by the value 
of the previously taxed property ; 

(b) compute a tax on the estate including the previously taxed prop- 
erty, and credit against the tax so computed the amount of tax actually 
levied on the prior transfer (an amount bearing the same relation to the 
total tax paid as the value of the transferred property bore to the net 
estate or to the total net gifts of the year in question) ; 

(c) the tax to be paid would be the higher of (a) and (b). 


APPENDIX 
[ Sec. 812(c) ] 


(c) Property Previously Taxed—An amount equal to the value of any 
property (1) forming a part of the gross estate situated in the United States of 
any person who died within five years prior to the death of the decedent, or (2) 
transferred to the decedent by gift within five years prior to his death, (where 
such property can be identified as having been received by the decedent from the 
donor by gift, or from such prior decedent by gift, bequest, devise, or inherit- 
ance, or which can be identified as having been acquired in exchange for prop- 
erty so received.) Property includible in the gross estate of the prior decedent 
under section 811(f) and property included in total gifts of the donor under 
section 1000(c) received by the decedent described in this subsection shall, for 
the purposes of this subsection, be considered a bequest of such prior decedent 
or gift of such donor. This deduction shall be allowed only where a gift tax im- 
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posed under Chapter 4, or under Title III of the Revenue Act of 1932, 47 Stat. 
245, or an estate tax imposed under this chapter or any prior Act of Congress, 
was finally determined and paid by or on behalf of such donor, or the estate of 
such prior decedent, as the case may be, and only in the amount finally deter- 
mined as the value of such property in determining the value of the gift, or the 
gross estate of such prior decedent, and only to the extent that the value of such 
property is included in the decedent’s gross estate, and only if in determining 
the value of the net estate of the prior decedent no deduction was allowable 
under this subsection, section 861(a) (2), or the corresponding provisions of 
any prior Act of Congress, in respect of the property or property given in ex- 
change therefor. 

The following property shall not, for the purposes of this subsection, be con- 
sidered as property with respect to which a deduction may be allowed: (A) 
property received from a prior decedent who died after December 31, 1947, 
and was at the time of such death the decedent’s spouse, (B) property received 





by gift after the date of the enactment of the Revenue Act of 1948 from a 


donor who at the time of the gift was the decedent’s spouse, and (C) property 
acquired in exchange for property described in clause (A) or (B). 

Where, under the provisions of section 1000(f), a gift received by the de- 
cedent was considered as made one-half by the donor and one-half by the 
donor’s spouse, one-half of the gift shall be considered as received by the dece- 
dent from each such spouse. 

Where a deduction was allowed of any mortgage or other lien in determining 
the gift tax, or the estate tax of the prior decedent, which was paid in whole 
or in part prior to the decedent’s death, then the deduction allowable under this 
subsection shall be reduced by the amount so paid. The deduction under this 
subsection shall be reduced by an amount which bears the same ratio to the 
amounts allowed as deductions under subsections (a), (d), and (e) and the 
amounts of general claims allowed as deductions under subsection (b) as the 
amount otherwise deductible under this subsection bears to property subject to 
general claims. If the property includible in the gross estate to which the de- 
duction under this subsection is attributable is not wholly property subject to 
general claims— 


(1) before the application of the preceding sentence, the amount of the 
deduction under this subsection shall be reduced by that part of such 
amount as the value, at the time of the decedent’s death, of such property 
(to which such deduction is attributable) subject to claims but not to gen- 
eral claims is of the value, at the time of the decedent’s death, of such 
property, and 

(2) in the application of the preceding sentence in reducing the balance, 
if any, of such deduction, “the amount otherwise deductible under this 
subsection” shall be only that part of such amount otherwise deductible 
(determined without regard to clause (1) of this paragraph) as the value, 
at the time of the decedent’s death, of such property (to which such deduc- 
tion is attributable) subject to general claims is of the value, at the time of 
the decedent’s death, of such property. 


For the purposes of the two preceding sentences and this sentence, “general 
claims” are the amounts allowed as deductions under subsection (b) which, 
under the applicable law, in the final adjustment and settlement of the estate 
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may be enforced against any property subject to claims, as defined in subsection 
(b), and “property subject to general claims” is the value, at the time of the 
decedent’s death, of property subject to claims, as defined in subsection (b), 
reduced by the value, at the time of the decedent’s death, of that part of such 
property against which amounts allowed as deductions under subsection (b) 
which are not general claims may be enforced, under the applicable law, in the 
final adjustment and settlement of the estate. Where the property referred to 
in this subsection consists of two or more items the aggregate value of such 
items shall be used for the purpose of computing the deduction. 
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Renunciation As Taxable Gift— An 
Unconstitutional Federal 
Tax Decision 


EDWARD T. ROEHNER anp SHEILA M. ROEHNER 


; is a noticeable trend in the law reviews toward unanalytical 
treatment of federal tax decisions and an abandonment of the customary 
acute evaluation of cases that we have benefited from in other fields of 
law. Writers seem to believe that there is no constitutional restraint on 
the power to tax and uncritically expand the scope of the tax statutes. 
The recent denial of certiorari by the Supreme Court in the Hardenbergh 
case, in which the Eighth Circuit Court of Appeals held taxable as a 
gift a timely renunciation by an heir of his intestate share, will, we fear, 
greatly expand this tendency, for law review writers have been urging on 
the Treasury that the renunciation by a legatee or the failure of a pre- 
termitted child to assert his statutory share is a taxable transfer,’ and 
law professors have not been absent from the group. 

In 1951 the Tax Court decided in the Hardenbergh case that an heir 
who renounced an inheritance of personal property from an intestate had 
thereby made a taxable transfer.* We thought that the decision was one 
of those aberrations * to which all courts are subject, and that this uncon- 
stitutional decision would be corrected on appeal. Instead, the Eighth 
Circuit Court in 1952 affirmed the Tax Court.’ The Supreme Court de- 
nied certiorari on October 13, 1952. The constitutional question was not 
raised in the petition for certiorari; the question as presented in the peti- 
tion was whether under Minnesota law an heir of an intestate could re- 


Epwarp T. RoEHNER is a member of the New York Bar specializing in tax practice; 
formerly Technical Head of Federal Tax Department of Research Institute of America. 

SHeira M. RoEHNER (LL.B., Columbia Law School; Kent scholar 1944, 1946) is a 
member of the New York Bar. 

1Hardenbergh vy. Comm’r, 198 F.2d 63 (8th Cir. 1952), cert. denied, 344 U.S. 836 
(1952). 

2 See note 82 infra. 

3 Tanthe B. Hardenbergh, 17 T.C. 166 (1951). 

4 Cf. “The output of a multitude of minds must be expected to contain its proportion 
of vagaries.” [Carpozo, THE GrowTH oF THE Law 5 (1924)]. Cf. also “Every now and 
then by one of those aberrations of which even the keenest minds are capable, an absurd 
and unreasonable principal . . . creeps into our law.” [ALLeEN, LAw IN THE MAKING 
275 (Sth ed. 1951)]. 

5 Supra note 1. 
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nounce. In 1952 the Tax Court followed the Hardenbergh precedent in 
deciding the Mazwell case, which was concerned with California law.° 
We turned to the casebooks and materials on federal taxation by the 


professors at the law schools, expecting that the law school faculties would — 


sharply criticize the Hardenbergh decision.’ Instead, we find Warren and 
Surrey giving the Tax Court opinion in full under the heading Aspect 
of a Transfer,® and Griswold giving a digest of the Court of Appeals 
decision, neither book showing any disagreement with the opinion.* We 
turned to the law review commentators *° and the other text-writers,” 
but no one questioned the constitutionality of the decision.” 


6 William L. Maxwell, 17 T.C. 1589 (1952). 

7 Cf. “From the nature of the case the judge cannot be expected to engage in original 
historical investigations, nor can he approach the case before him from the point of view 
of one who has made a minute and comprehensive examination of the branch of the law 
of which the question to be decided forms a part. The judge is not and ought not to be 
a specialist. But it is his right, of which he has too long been deprived, to have the bene- 
fit of the conclusions of specialists or professors, whose writings represent years of study 
and reflection, and are illuminated by the light of history, analysis, and the comparison 
of the laws of different countries.” [Ames, Lecrures on Lecat History 366-7 (1913)]. 

8 “With such apologies to the dictionary as may be its due, ‘Aspects’ must here do 
service in at least a double aspect. It includes segments and phases, and it includes ap- 
proaches and points of view,—the thing looked at and the standpoint and attitude of the 


looker.” [Powell, Some Aspects of American Constitutional Law, 53 Harv. L. Rev. | 


529 (1940) ]. 

9 WARREN AND SuRREY, FEDERAL EsTATE AND Girt TAXATION, CASEBOOK AND Ma- 
TERIALS 106 ff. (1952), Tax Court opinion reported in full without comment; Grrswotp, 
CASES AND MATERIALS ON FEDERAL TAXATION 120 (1952 Supp.) ; see also Bowe, Tax 
PLANNING For Estates 64-6 (1952 ed.). 

Professor Warren is at Columbia Law School, where he is Acting Dean; Professors 
Surrey and Griswold are at Harvard Law School, where the latter is Dean; Profes- 
sor Bowe is at Vanderbilt Law School. 

10 Note, 5 Vann. L. Rev. 852 (1952); Note, 14 Ga. B. J. 494 (1952) ; Boges, Taxa- 
tion of Renunciations of Interests in Decedent’s Estate under the Federal Estate and 
Gift Taxes, 2 Duke B. A. J. 5 (1951) ; Note, 5 U. or Fra. L. Rev. 179 (1952). See also 
Note, Disclaimers in Federal Taxation, 63 Harv. L. Rev. 1047 (1950), which finds “theo- 
retical justification for treating every disclaimer as either a taxable gift by the disclaimant 
or a transfer of property the value of which may be includible in the disclaimant’s gross 
estate.” See also Note, 33 Cor. L. Rev. 1269 (1933) which, criticizing Brown v. Routzahn, 
which held that a legatee may renounce, said that “Even a renunciation made . . . shortly 
after probate seems properly taxable as an exercise of control of disposition.” 

11 MonTGOMERY, Estates, Trusts AND Girts 1951-2, 489, 621, 968, 990; RABKIN AND 
Jounson, Feperat Income, Estate and Gift Taxation, §51.04 (vol. 2). 

12 Cf. “In the earliest days of modern taxation constitutional issues were at times over- 
magnified and consequently the Constitution was at times badly construed. Some reac- 
tion was inevitable, and the Court is now putting constitutional restraints at a more re- 
mote point. It is easy at such a time to lose perspective and to think that all restraints 
are gone.” [Paut, FeperaL Estate anp Girt Taxation 28 (1942)]. Cf. also “The 
most valuable weapon in the arsenal of taxpayers has been the Fifth Amendment to the 
Constitution, which outlaws a tax that is so unfair as to offend judicial sensibilities.” 
(Ibid. at 23). 

Cf. “The most significant constitutional problem in federal taxation today is the ab- 
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When men like Warren, Surrey, and Griswold see no infringement of 
our constitutional liberties in the Hardenbergh decision, there is indeed 
cause for concern. The disturbing aspect of the matter to us is that the 
faculties of our law schools have been so affected by the trend of the 
times toward centralization of power, that it does not seem to occur to 
them that a tax on the renunciation by an heir is so arbitrary or capricious 
as to violate the Constitution. 

What do we have in the Hardenbergh case? Two heirs, who timely 
renounce their intestate shares in an estate which consisted of personal 
property, are told that under local law title vested in them on the death 
of the intestate, that heirs of an intestate cannot renounce under local 
law, and that therefore their renunciation was a taxable transfer. (The 
Eighth Circuit Court stated in its opinion that the renunciation carried out 
the wishes of the intestate, whose death prevented the execution of his 
will which had been prepared two days earlier. But we shall discuss only 
the broad ground that no one can constitutionally be compelled to accept 
an inheritance if he does not want it, and that a gift tax on the renunci- 
ation is unconstitutional. ) 

The Court in the Hardenbergh case said that title to the property of 
an intestate vested in the heirs by operation of law, and that they could 
not renounce under local law. This concept of the vesting of title is but 
the first step. Once that hurdle is passed, if a legatee in a state in which 
title vests in the legatees on the death of a testator renounces, the argu- 
ment is sound that the renunciation was a taxable gift on the principle 
of the Hardenbergh case,** even though legatees can renounce under local 
law. Having crossed that hurdle, some astute lawyer in the Treasury would 
suddenly realize that what was being transferred was an economic interest, 
that title was only a symbol, and then inevitably any renunciation by an 
heir in whom title does not vest on the death of the ancestor would be 


sence of constitutional problems. The federal income, estate and gift taxes all encountered 
an extremely critical reception at the hands of the courts and suffered serious constitu- 
tional set-backs early in their careers. Today, however, they function in a constitutional 
climate as benevolent as it was formerly hostile. A microscopic analysis of the present 
federal tax system may reveal minor irregularities which might conceivably be magni- 
fied into major constitutional issues. From a practical point of view, however, the chance of 
invalidating a federal tax assessment on constitutional grounds is infinitesimal.” [Lowndes, 
Current Constitutional Problems in Federal Taxation, 4 Vanp. L. Rev. 469 (1951) ]. 

18 Cf, “‘I have known judges,’ said Chief Justice Erle, ‘bred in the world of legal 
studies, who delighted in nothing so much as a strong decision. Now a strong decision 
is a decision opposed to common-sense and to common convenience. .. . A great part of 
the law made by judges consists of strong decisions, and as one strong decision is a 
precedent for another a little stronger, the law at last, on some matters, becomes such 
a nuisance that equity intervenes, or an Act of Parliament must be passed to sweep the 
whole thing away.’” [Pound, Mechanical Jurisprudence, 8 Cor, L. Rev. 605, 608 (1908) ]. 
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a taxable gift. But remorselessly we are driven forward by the logic of 
the situation.* A renunciation of an inter vivos gift is equally a taxable 
gift, and nobody would therefore dare to reject a gift if the amount was 
above the statutory exclusion, which is now $3,000. We can indeed say 
here, C’est le premier pas qui coute. 

However, even if we limit the decision of the Eighth Circuit Court to 
those cases in which title vests in the heirs on intestacy and the heirs 
cannot renounce under local law, a Minnesota heir of a Louisiana intes- 
tate would not pay a gift tax if he renounced, since title does not vest 
in the heir under Louisiana law ;*° but the Louisiana heir of a Minnesota 
intestate would pay a gift tax if he renounced, because title is said to 
vest in the heir under local law and the heirs are said not to have the 
right of renunciation. Such a construction of a national excise tax seems 
capricious. 

We believe that statism has been given an unexpected welcome when 
the courts tell a man who refuses, for whatever personal reason, to ac- 
cept an inheritance—the rights of no third parties, such as creditors being 
involved—that he is going to be treated as having made a taxable trans- 
fer.° We suppose that if he were like the father of the girl played by 
Judy Holliday in Born Yesterday, who refused to accept any money 
from his daughter or to see her while she was the mistress of the junk 
tycoon, he would be admonished by the Government, if she died intestate, 
that he must take the money or risk having his savings taken from him; 
that his daughter having died a Minnesota intestate and not a Louisiana 


14 Cf. “The owner of lands in the adverse possession of a disseissor had .. . only a 
right of entry to recover the land, a mere chose in action. Nevertheless, that right of 
action existed because he was absolute owner, and the adverse possessor was given the 
benefit of the usual actions to protect his possession because the protection of possession 
was required in order adequately to protect ownership in the great majority of cases. 
Nevertheless, the relentless and unreasoning logic of lawyers and judges, in entire disre- 
gard of the real ownership, led to the conclusion that this, like other rights of action, could 
not be assigned. Therefore, the owner's deed of conveyance of the land or other attempted 
transfer of his interest in the land was void. He had to recover possession before he could 
convey.” (italics supplied) [Watsu, History or ENGLISH AND AMERICAN Law 3345 
(1923) ]. 

154 Pace, Wits, §1401 (3d ed.). See also B. I. Newman, 37 B.T.A. 72, 78 (1938) 
which, as part of a quotation from a decision by the Supreme Court of Louisiana, says, 
“although the succession is acquired by the heir at the moment of the death of his ances- 
tor, the heir’s rights nevertheless remain in suspense until he decides whether he would 
accept or renounce the succession.” 

16 Cf, “There is no need or occasion for us to enter here on the psychological defini- 
tion of an act. It concerns us as lawyers to know not so much what philosophers will call 
an act as of what kifids of act and to what purposes the law takes notice. Generally speak- 
ing, the law has regard only to such acts as are voluntary and manifest. This is a neces- 
sary consequence of the nature of legal justice.” [Pottock, A First Book or JuRISPRU- 
DENCE 137 (1896) ]. 
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intestate, in the reputed words of Jimmy Walker, “There are times when 
a man must rise above principle.” 

It is true that in most of the cases where there is renunciation (without 
effect on third parties, such as creditors) the renouncer will renounce 
because of close family ties and a desire to reduce taxation. But that was 
not true in the Hardenbergh case. The decedent obtained the consent of 
his second wife and their daughter that his estate go to the son by his 
first marriage, but he died before he was able to execute the will, and the 
Court found that they renounced in order to carry out his wishes. But 
even if a man renounces because he wants to aid the natural objects of 
his bounty, can the Government tell him that he must pay an excise tax 
for refusing to accept property, because if he had accepted it the Govern- 
ment would have extracted a gift tax from him when he made a gift? *” 

We were also struck by the fact that in the Hardenbergh case if the 
renouncing heirs had refused to renounce, they would most probably have 
been estopped from claiming their intestate shares.** We thus have the 
situation where they are taxed for renouncing what equity would have 
considered them estopped from claiming, whereas if they had refused to 
renounce, equity would have rewarded their dishonorabie action by ac- 
complishing the intended result without gift tax. This is indeed putting 
a premium on dishonor. 

A gift tax on a renunciation is one situation to which we believe that 
the words of Professor T. R. Powell do not apply: *° 


Among foolish propensities high rank must be given to the instinct to exalt 
one’s aversions by assuming that they are shared by the Constitution of the 
United States, Have resort to the Constitution only when all other comforts 
fail. 


We have resorted to the Constitution first, but in addition we propose to 
see what basis there is for the statement that the heirs of an intestate may 
not renounce. We find that the source is a writer on real property, Joshua 
Williams,” whom all other writers on real property quote as the authority. 


17 See note 10 supra. 

18 Discussed infra under the heading The Hardenbergh Case. Cf. “It has been con- 
ceded by all of the parties to this proceeding that a trust is created in the residue of the 
testator’s estate mentioned in the fourth paragraph of his will. It has been so assumed 
and treated by the learned surrogate and by the Appellate Division. It seems also to 
have been conceded that the sisters named in the fourth paragraph of the will take equitable 
non-transferable estates only as beneficiaries under the trust. ... All of the parties to 
the proceeding and their respective counsel have apparently overlooked the fact that the 
gifts to the sisters created in them severally a legal estate transferable by them at will.” 
[In re Trumble, 199 N.Y. 454, 463 (Chase, J.), 92 N.E. 1073, 1075 (1910)]. 

19 PowELL, Constitutional Aspects of Federal Income Taxation, THE FEDERAL INCOME 
Tax 51 (1921). 

20 WILLIAMS, REAL Property 66 (1845 ed.). 
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We shall show under the heading On Disclaimer by Heir that Williams 
seems to have misstated the law. 

We do not believe that the gift tax decisions in Hardenbergh and Max- 
well can be reconciled with the income tax decisions by the Fifth Circuit 
Court of Appeals in Kuldell* or the Tenth Circuit Court in Whitting- 
ton.* Our courts are far more sophisticated in income tax cases and less 
likely to mistake words for things than in gift tax cases. The irrecon- 
cilability seems to have escaped attention.” 

We believe that the right to reject an inheritance is an inalienable right 
which cannot be taxed by the Government consistently with the Fifth 
Amendment, and that as an English judge said in Thompson v. Leach 
“a man cannot have an estate put into him in spight of his teeth.” * 

We shall try to show that the text-writers have no basis for their state- 
ments that an heir cannot renounce, that the courts were misled in treating 
the term “title” as significant, and that Professor Bowe and the other 
writers are without support in the cases they believe support their doctrine 
that a child can be taxed as having made a gift if he refuses to assert his 
statutory share against his mother, or that a person who renounces a 
legacy has also made a taxable transfer.** While we are without doubt 
respecting the conclusions presented,”* we are reminded of the remark 
which Catherine Drinker Bowen, a biographer of Justice Holmes, at- 
tributed to him, that no author can become truly conceited, because when- 
ever he writes he exposes himself anew to ridicule.” 


THe HarRDENBERGH CASE 


On April 2, 1944 George Hardenbergh, a Minnesota resident, died 
intestate, survived by his wife, Ianthe, their daughter, Gabrielle, and a 


21 R. C. Kuldell v. Comm’r, 69 F.2d 739, (5th Cir. 1934), affirming 25 B.T.A. 800 (1932). 

22 Jones v. Whittington, 194 F.2d 812 (10th Cir. 1952), reversing 96 F.Supp. 967 (W.D. 
Okla. 1951). 

28 Cf. “The complexity and technical jargon of our tax statutes (mirroring a society 
completely metamorphosed since the adoption of the Constitution) make it almost im- 
possible for the average citizen to understand, much less to influence their form. Intri- 
cate provisos, exceptions, cross-references convert revenue acts into intellectual mazes, 
from which only the most skilled and the most persistent can ever emerge.” (Cahn, 
Taxation: Some Reflections on the Quest of Substance, 30 Gro. L. J. 587, 606 (1942). 

242 Vent. 198 (1696). In Townson y. Tickell, 3 B. & Ald. 31 (1819), in which the 
question was whether a devisee in fee could by deed without matter of record disclaim 
the estate devised, Abbott, C. J., said: “The Law certainly is not so absurd as to force 
a man to take an estate against his will.” Bayly, J., said: “I am of the same opinion.” 
Holroyd, J., said: “I think that an estate cannot be forced upon a man.” 

25 See note 82 infra. 

26 Cf. “I may be wrong, but I never have any doubts.” [Jessel, M. R., quoted in 
GoopHart, Essays IN JURISPRUDENCE AND THE Common Law 15 (1931)]. 

27 CATHERINE DRINKER BowEN, THE WRITING oF BiocrapHy 30 (1950). 
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son by a former marriage, George, as his sole heirs at law. Since Ianthe 
and Gabrielle were rich by inheritance from Ianthe’s father and grand- 
father, the decedent had proposed to them that he leave practically his 
entire estate to George. All of the family agreed to this proposal. Three 
days before his death the decedent gave his attorney final instructions on 
the terms of his will. The attorney brought him the will the following 
day, Saturday, for execution, but the decedent was too ill to execute the 
will. It was decided to delay execution until Monday, but he died on 
Sunday before the will could be executed. 

Ianthe and Gabrielle filed renunciations of their interests in the estate 
with the probate court. The renunciations set forth the factual back- 
ground of the unexecuted will and stated that they were designed to 
carry out the decedent’s intentions. The decedent died on April 2, 1944, 
and the renunciations were filed on September 20. It cannot therefore 
be said that the renunciations were not timely.** The decree of distribu- 
tion, issued on July 24, 1945, recited the filing of the renunciations and 
awarded the distributable estate, which consisted solely of personal prop- 
erty, to the son. It was thereupon distributed to him. 

The Commissioner determined that the widow and the daughter had 
each made a taxable gift of one-third of the distributable estate and im- 
posed a gift tax totaling $24,000. The Tax Court upheld the Commis- 
sioner. The Eighth Circuit Court affirmed. It said that a beneficiary 
under a will may accept or reject a testamentary gift, citing Brown v. 
Routzahn,” but that the general rule as to intestate succession is that the 
title to the property of an intestate passes by force of the rules of law, 
and that those so entitled have no power to prevent the vesting of title 
in themselves, citing Coomes v. Finegan * and Bostian v. Milens.** While 
in a case of administration the administrator takes legal title to the prop- 
erty under Minnesota law, said the Court, his title is that of trustee and is 
limited to the purpose of the administration, and subject to his right of 
possession and qualified title, the “property” descends to the heirs. The 
controlling fact, the Court found, was that the heirs had no power to 
prevent title vesting in them by operation of law. The Court continued 
that the taxpayers realized that some affirmative action on their part was 
necessary to carry out the decedent’s wishes in reference to the distribu- 
tion of his property and therefore renounced their interest in his estate.** 


28 Cf. Matter of Wilson, 298 N.Y. 398, 83 N.E. 2d 852 (1949). 

29 63 F.2d 914 (6th Cir. 1933). 

80Tn this case the Minn. Stat. INTESTATE SUCCESSION. 

81233 Iowa 448, 7 N.W.2d 729 (1943). 

82 239 Mo. App. 555, 193 S.W.2d 797 (1946). 

33 Cf. “A legatee of an unconditional legacy need never formally accept the legacy. If 
he does not wish it, he must affirmatively renounce it. ... He may not rid himself of 
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To the taxpayers’ argument that the property passed to the son pursuant 
to the decree of the probate court, the Eighth Circuit Court said that the 
probate decree giving the property to the son derived its vitality from the 
taxpayers’ renunciations, as appeared by the decree of distribution. The 
taxpayers applied for certiorari, which was denied by the Supreme Court 
on October 13, 1952. 

Before we show (1) that Coomes v. Finegan and Bostian v. Milens, 
relied on by the Court in the Hardenbergh case, do not support the Eighth 
Circuit Court’s statement and (2) that the Court was apparently misled 
in its conception of title, we wish to discuss a point not raised in the case. 

The opinion does not refer to the son’s rights if he had instituted an 
action in equity to compel Ianthe and Gabrielle to renounce. But it seems 
to us that had they refused to renounce, a decree of equity would have 
issued, declaring them estopped from claiming their intestate shares. Thus, 
in McDowell v. McDowell,** the defendant’s son while on his death bed, 
less than four hours before he died, with full knowledge of impending 
death, called the plaintiff, his wife, and defendant, his mother, to his bed- 
side and stated in the presence of both that he desired his wife to have all 
his property and to keep it. His wife said she would. He then turned to 
his mother and asked whether that was satisfactory to her. She said that 
it was, that he and his wife had worked hard for what they had, and that 
she wanted none of it, “whereupon” he died without making a will or 
conveying the property to his wife. The Iowa Court held that the mother 
was estopped to claim any interest in the property as heir or distributee 
of her son’s estate, because if she had indicated any objection, he had had 
four hours in which to make a will. 

A similar case in principle is Dowd v. Tucker.** There the testatrix had 
previously executed a will giving all her property to the respondent, with 
whom she lived. On her deathbed she told him that she desired to give 
a certain piece of real estate to her niece. The codicil had been prepared 
but before signing it she asked the respondent whether he had any ob- 
jection. She did this because she wished, if possible, to secure his consent 
before executing the codicil. He told her that she was too weak, that she 
need not trouble herself to sign the codicil, and that he would deed the 
property to the niece. Trusting in his promise, she did not change the 
will. After her death he refused to convey to the niece. On a bill in 
equity brought by the niece to compel him to convey, it was held that he 


his legacy except by his own affirmative act.’ (Matter of Wilson, 298 N.Y. 398, 403, 83 
N.E.2d 852, 854 (1949). 

84141 Iowa 286, 119 N.W. 702 (1909). 

85 41 Conn. 197 (1874). 
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took the property under a trust for her, which a court of equity would 
enforce. 

The facts in the Hardenbergh case closely resemble those in the Mc- 
Dowell and Dowd cases, except that in Hardenbergh honor was not broken. 
Surely if in the McDowell case four hours was deemed long enough for 
a dying man to rally sufficiently to make a will and enforce his wishes, 
two days’ time was enough in Hardenbergh. Had the respondent in the 
Dowd case kept faith, he would, on the principle of the Hardenbergh 
case, have been liable for gift tax (assuming that the gift tax statute 
was then in force) ; breaking faith, he would have exempted himself from 
the tax. This is hardly the kind of morality which a government should 
wish to induce in its citizens.** 


On DIscLAIMER BY HEIR 


The Eighth Circuit Court in the Hardenbergh case said that the general 
rule as to intestate succession is that the title to the property passes by 
force of the rules of law and that those entitled by law have no power to 
prevent the vesting of title in themselves, citing Bostian v. Milens ** and 
Coomes v. Finegan.** The rule, the Court said, is otherwise as to legatees 
or devisees under a will, citing Brown v. Routzahn,* since the beneficiary 
under a will may accept or reject a testamentary gift. But the controlling 
fact here, said the Eighth Circuit Court, is that title to an interest in the 
decedent’s estate vested in the taxpayers by operation of law which neither 
of them had the power to prevent.*® The distributable estate was personal 
property. 

The statement by the Court that the taxpayers did not have the power 
to disclaim the inheritance arises out of an error in law which will become 
clear in the discussion of Coomes v. Finegan and Bostian v. Milens. 

1. Coomes v. Finegan. In Coomes v. Finegan, Lola Miller, within 
two months after the death of her mother intestate, renounced by an 


36 Cf. “It has been correctly observed that the Lea case limits the doctrine of Gregory 
v. Helvering. The limitation is peculiarly cogent, for what taxpayer (whose counsel has 
read these decisions) will ever admit a prior purpose to do what the facts show he actu- 
ally did? Every such corporate dissolution will become a mere afterthought, an utterly 
new inspiration, perhaps (as in Lea v. Helvering) upon the suggestion of the purchaser, 
perhaps upon a brooding consultation of the horoscope. No one will ever, like Gregory, 
be so imprudent as to work out a plan in advance. It just pays to muddle along, to cull 
the new wisdom of each passing hour.” [Cahn, Taxation: Some Reflections on the Quest 
of Substance, 30 Gro. L. J. 587, 592 (1942) ]. 

87 239 Mo. App. 555, 193 S.W.2d 797 (1946). 

88 233 Iowa 448, 7 N.W.2d 729 (1943). 

8963 F.2d 914 (6th Cir. 1933). 

40 Cf. “The law of intestate succession in modern times might well be regarded as a 
general will drawn up for the average citizen which he is allowed to modify to suit his 
special circumstances.” [Watts, AN OuTLINE or LEGAL PuitosopHy 75 (1893)]. 
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instrument filed in court any interest she might have in her mother’s 
estate. Prior to the death of the mother, the defendant had procured a 
judgment against Lola Miller. After the renunciation, the other heirs 
quit-claimed to plaintiff their intestate shares in the real estate left by 
their mother. He sought to enjoin the sale of Lola Miller’s interest in 
the real estate at a sheriff’s sale under execution issued on the judgment 
against Lola Miller. There was no proof respecting any intent to defraud 
creditors. 

The Court said that the question was whether or not a child who takes 
an interest in real estate from an intestate parent could by renunciation 
of that interest defeat the lien of a prior judgment. Mentioning that 
counsel had informed the Court that the point had not been directly de- 
cided in the United States and that any reference to the question in any 
case was pure dictum, the Court added that in spite of an extensive search 
it had had no better success than counsel. 

The Court said that a testamentary bequest or devise may be renounced 
by the beneficiary so long as there is no estoppel, fraud, or collusion for 
the benefit of the renouncer, and that creditors are without power to 
compel him to accept. It said that by operation of the law the judgment 
attached ¢o instante on the intestate’s death and coincided with the vesting 
of title to the inheritance in the heir and judgment debtor. Both the lien 
and the title vested by operation of law. The vesting required no assent 
or acceptance by Lola Miller. 

The Court in support of its conclusion quoted from an “eminent au- 
thority” on the law of property, Emory Washburn,** to the effect that 
“an heir at law is the only person who, by common law becomes the owner 
of land without his own agency or assent”’ in that the law “casts the title 
upon the heir without any regard to his wishes or election.” But the 
Court in its carefully drafted opinion omitted from the Washburn quota- 
tion the sentence following: “He [the heir] cannot disclaim it if he 
would.” 

2. Bostian v. Milens. We turn now to Bostian v. Milens. In that case 
a man died intestate, survived by a sister Bessie as one of his heirs. After 
the death of the intestate, a creditor obtained a judgment against Bessie 
and later filed an involuntary petition in bankruptcy against her. She 
was adjudicated a bankrupt. After judgment against her but before the 
filing of the petition, Bessie filed a paper, purporting to be a renunciation, 
with the administrator of her brother’s estate. The trustee in bankruptcy 
sued to cancel the renunciation and to be vested with her title to an un- 
divided one-fourth of the decedent’s estate, which consisted solely of per- 


41 WASHBURN, REAL Property, §1829 (6th ed.). 
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sonal property. Subsequent to the entry of judgment against her but 
before she filed the renunciation of her rights as an heir, Bessie had agreed 
to assign to her nephew a certain amount out of her share in the estate 
of her deceased brother. 

The Court said that by executing the document agreeing to assign mon- 
eys to her nephew out of her share of the estate of her brother, Bessie 
had elected to accept her share of the estate, and that her acceptance could 
not be revoked. The Court should have stopped there.** Instead, it went 
ahead to decide also whether an heir (using the term to include descent 
of personal property) can renounce. It said that the weight of authority 
is to the effect that a devisee or legatee may renounce, that his renunciation 
relates back to the time the gift was made, and no estate vests in him. 
But, said the Court, the rule is different as to an estate by descent, quoting 
from Page On Wills. 

Before giving the true ratio decidendi of Coomes v. Finegan and Bostian 
v. Milens, as we see it, we wish to point out that the authorities on which 
they rely, when traced back to the original source, offer no support.** If 
we can demonstrate that there existed power to renounce as to real prop- 
erty, a fortiori the same situation would exist as to personal property. 

3. The Text-writers. The authority for the proposition that an heir 
could not renounce at common law consists of the writings of text-writers, 
all of whom trace back to Williams,** whom Sir Frederick Pollock ** con- 
sidered of no authority on ancient real property law, and of some ill- 
considered dicta in American cases. Moreover, even in England if the 


42 Professor Freund, of Harvard Law School, one of his former law clerks, has said 
of Justice Brandeis: “No inconsiderable part of his labors on the Court went into the 
exacting art of staying the judicial hand, lest it decide more than was required by the 
case at the bar.” (Proceedings in Memory of Mr. Justice Brandeis, 317 U.S. xviii, Dec. 
21, 1942). 

48 Cf, “A statement of dubious authority may be made by one text-writer and repeated 
by others until it comes to be accepted as a commonplace of the law; whereas if its 
origins are examined, it may be found to rest on little or no basis in actual judicial deci- 
sions. .. . in the development of case-law ideas sometimes grow up and earn credence 
by the mere force of uncritical repetition, and it must be confessed that the same thing 
sometimes happens in books and commentaries even of the highest authority and reputa- 
tion. It is not always easy in the study and application of law, and yet it is necessary, to 
remind oneself that nothing can be taken for granted.” [ALLEN, LAw IN THE MAKING 
263-4 (5th ed. 1951)]. 

Cf. also “When, in pursuit of truth, we are obliged to investigate the grounds of the 
law, it is plain and has often been proved by recent experience, that the mere statement 
and restatement of a doctrine—the mere repetition of the cantilena of lawyers—cannot 
make it law, unless it can be traced to some competent authority.” [Lord Denman in 
O’Connell vy. The Queen, 11 Cl. & F. 373 (H.L. 1844)]. 

44 WittiaMs, REAL Property 66 (1845 ed.). 

45 Pottock, THE Lanp Laws 201 (1883). Cf. Radin, The Trail of the Calf, 32 Corn. 
L. Q. 137, 138 (1946). ~ 
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law had been such in feudal days, the feudal concept was abandoned under 
the Land Transfer Act of 1897. In England title to both real and per- 
sonal property now vests in the administrator or executor.*® 

The Court in Bostian v. Milens quoted from Page ** as follows: 


If the owner of property dies without a will, the title to such property passes 
at common law by force of the rules of law which apply to such a situation. No 
voluntary act on the part either of the former owner who is dead, or of the 
subsequent owner who takes by intestate succession, is of any legal significance. 
As a part of this general theory of intestate succession, the heir, next of kin, 
etc., have no power to prevent the passage of title to themselves by any renun- 
ciation, disclaimer, and the like. 


The Court omitted the next sentence in Page: 


. . . . The authority upon this point consists almost entirely of the state- 
ments of text-writers. They are almost unanimous in recognizing this principle. 


In support of this statement Page cites Watkins ** and Williams *° and 
also says see Farrer °° and Rundell.™* 

An examination of those Page relies on discloses : 

(1) Citation to Watkins: 


Immediately on the death of the ancestor, (whether such ancestor had taken 
by descent or by purchase,) or the intermediate person to whom the estate de- 
volved, (whether such person had an actual seisin or not,) the law casts the 
estate upon the heir: And as he has thus the right, it gives him also a pre- 
sumed possession or seisin; (for I speak now of estates in possession). . . . 

And we must be careful to remark, that this possession or seisin im /azw in the 
heir, is, as we have stated it, no more than supposed or presumed; for if there 
be an actual possession or seisin, either by right or by wrong, in any other per- 
son, such actual possession or seisin rebuts the presumption of a seisin in the 
heir. 


Note that Watkins makes no mention of renunciation or disclaimer. 
(2) Citation to Williams (who followed Watkins in point of time) : 


... +» An heir at law ts the only person in whom the law of England vests 
property whether he will or not. If I make a conveyance of land to a person in 
my lifetime, or leave him any property by my will, he may, if he pleases, dis- 
claim taking it, and in such case it will not vest in him against his will. [citing 
Nicolson v. Wordsworth, 2 Swanst. 365, 372] But an heir at law, immediately 


46 WittrAMs, Rea Property 119 (24 ed. 1926). 

47 Pace, WILxs, §1401 (vol. 4, 3d ed.). 

48 WaTKINS ON Descents 25, 26 (1st ed. 1793). 

49 WittiaMs, REAL Property 66 (1845 ed.). 

50 Farrer, The Operation of a Residuary Devise on a Disclaimed Specific Devise, 32 
Law Q. Rev. 83, 84 (1916). 

51 Rundell, The Delivery and Acceptance of Deeds in Wisconsin, 1 Wis. L. Rev. 65, 85 
(1920). 
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on the decease of the ancestor becomes presumptively possessed, or seised in 
law, of all his lands. [citing Watkins, 25, 26] No disclaimer that he may make 
will have any effect, though of course he may, as soon as he pleases, dispose of 
the property by an ordinary conveyance, (italics added) 


Williams cites no authority for the two statements we italicized. Nicholson 
v. Wordsworth is authority only for the sentence immediately preceding it. 
(3) Citation to Farrer: 


The law casts the title on the heir and would not allow uncertainty as to the 
person in whom the freehold was vested, hence an heir cannot disclaim his title 
as heir, though of course he can dispose of the title so acquired. 


Farrer cites Watkins and Williams. 
(4) Citation to Rundell: 


It seems clear that while an heir is compelled to receive and retain property 
left by his ancestor [citing Farrer, Watkins, and Williams] either a devisee or 
a grantee may disclaim a grant to which he has not assented ‘for the law will 
not compel a man to take property against his will.’ A man can not be com- 
pelled to retain property devised or granted to him without his consent. 


Rundell thus relies only on those we have already discussed. 

Page, Farrer, and Rundell rely on Watkins and Williams; Watkins 
does not speak of disclaimer ; it is therefore important to look to Williams’ 
qualifications, since he gives no authority for his statement that an heir 
may not disclaim. One could hope to find no more authoritative voice in 
the branch of law in which Williams wrote than Sir Frederick Pollock.” 
Of Williams’ qualifications, when he wrote the book, Sir Frederick Pollock 
said: °° 


. . . » It should really be needless at this day to contradict Blackstone’s story 
that all our customary tenures were invented after the Conquest by the more or 
less capricious indulgence of the lords of manors. Only Blackstone’s story was 
adopted in unquestioning faith by Mr. Joshua Williams (in days long before 
he learnt of the historians . . . .) and so continues it must be presumed to be 
taken for gospel by the majority of law students. 


We turn now to Washburn, the “eminent authority” referred to by the 
Court in Coomes v. Finegan. He states : ™* 


An heir at law is the only person who, by the common law, becomes the 
owner of land without his own agency or consent. A title by deed or devise re- 


52 Cf, “Not many years ago the Dean of one of our leading law schools used to address 
his class as follows: ‘If you want to be a “nut” read Pollock and Maitland but if you 
want to know the law of New York State read the cases.’” (Book Review by M. R. 
Cohen (1936), reprinted in Reason AnD Law 195 (1950). 

58 PoLtocx, THE LANp Laws 201 (1883). 

54 WASHBURN, REAL Property, §1829 (6th ed. 1902). 
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quires the assent of the grantee or devisee before it can take effect. But in the 
case of descent, the law casts the title upon the heir, without any regard to his 
wishes or election. He cannot disclaim it if he would. 


Washburn cites Williams and 2 Blackstone’s Commentaries *201. 
We turn to the citation in Blackstone and find the statement: 


Descent, or hereditary succession, is the title whereby a man on the death of 
his ancestor acquires his estate by right of representation as his heir at law. An 
heir therefore is he upon whom the law casts the estate immediately on the 
death of the ancestor: and an estate, so descending to the heir, is in law called 
the inheritance. 


We thus see that Blackstone, like Watkins, does not state that an heir 
may not disclaim. In fact, farther on Blackstone at pages *227 and *228 
states that descent is according to seisin, which he further develops at 
page *312: 

. . . . 50, also, even in descents of lands by our law, which are cast on the 
heir by act of the law itself, the heir has not plenum dominium, or full and 
complete ownership, till he has made an actual corporal entry into the lands: 
for if he dies before entry made, his heir shall not be entitled to take the posses- 
sion, but the heir of the person who was last actually seised. It is not therefore 
only a mere right to enter, but the actual entry, that makes a man complete 
owner ; so as to transmit the inheritance to his own heirs: non jus, sed seisina, 
facit stipitem [not right, but seisin makes the stock]. 


Thus, Blackstone and Watkins both tell us that seisin in law was pre- 
sumed in the heir, but Blackstone also states that if the heir did not acquire 
actual seisin by entry before death the property went not to his heir but 
to the heir of his ancestor. In this connection we are told by Sir John 
Comyns, who was Chief Baron of the Exchequer Court, that: * 


A man who takes by discent ought to be heir to him who was last seised of 
the actual freehold and inheritance Co.L.11.b.15.a.... 


So if A dies having a son and a daughter by one ventre, and a son by another 
and the son by the first ventre becomes actually seised and dies ; his sister shall 
be heir to him: but if he be not seised, the son by the second ventre shall be heir 
to his father Co.L.15.R.Jon.361. 


And in the last case, the discent is cast from the father to the son by the sec- 
ond ventre. R.Jon.36. 


Comyns’ citation to Coke on Littleton illustrates what Blackstone was 
referring to above. 

To the same effect as the quotation from Comyns is the treatment of 
this aspect of descent in the Restatement of the Law of Real Property.” 


55 Comyns, A DicEsT oF THE Laws oF ENGLAND, Discent, c. 8 (vol. 3, 5th ed. 1825). 
56 RESTATEMENT, REAL Property, §164(c) (1936). 
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Thus there is no support for the statement of the Court in Watson v. 
Watson ** (quoted with approval in Dueringer v. Klocke,* both cited 
by the Court in Bostian v. Milens, although it was only dictum in both 
cases) that no act of an heir is required to perfect his title. The quoted 
statement is: 


[nor] can he by a disclaimer transfer the estate to any other person, as the heir 
of the ancestor: for, as has already been observed, the object of a disclaimer is 
not to convey but to prevent a conveyance. 


Comyns’ illustration is of the very thing that the Watson case said could 
not be done: by a mere refusal to effect entry upon the property the heir 
has disclaimed, the property returns to the father and then passes to the 
other brother, males being preferred to females; yet if the first son had 
died seised, the property would have descended to his sister, the whole 
blood being preferred to the half. In re Mahlstedt’s Will ® is also cited in 
Bostian v. Milens, but the statement there is dictum and relies on Wash- 
burn. 

Page states that in the United States there have been occasional state- 
ments to the effect that an heir can renounce his right in property which 
descends to him. He quotes from Bouvier’s Institutes : © 


One may renounce an acquired right ; for example, the right of being an heir 
after the estate is cast upon him. 


And in Farnum v. Bryant, which Page also cites, the Court held as one 
of the grounds for decision that the children, who had not been named in 
a will leaving everything to the wife, could renounce, that the right to 
claim their shares because not named in the will was no greater or more 
indefeasible than that of a devisee or legatee. In this case one of the sons 
had died and his administrator sought the share the son would have been 
entitled to had he not renounced. The Appellate Court held that the son 
had renounced, and that he was also estopped. 

The American Bar Association Model Probate Code™ provides that 
an heir or devisee may renounce the succession to real and personal prop- 
erty subject to the rights of creditors and of the taxing authorities. In 
the Comment, the statement is made: “At common law a devisee could 
renounce but an heir could not as to land.” No authority is given for the 
statement. 

The American Law of Property says that “the existing authorities on 


5713 Conn. 83 (1839). 

58 86 Misc. 404, 149 N.Y. Supp. 332 (1914). 
59 250 N.Y. Supp. 628, 631 (1931). 

601 Bouvier Institutes 37, 38 (ist ed.). 
61 34 N.H. 9 (1856). 

62 Section 58 (1946). 
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the subject deny the right of the heir to renounce.” ® It lists no additional 
authority other than Bingham, but Bingham cites no authority for his 
statement other than those already named. 

4. The Rationale of Coomes v. Finegan and Bostian v. Milens. In 
Coomes v. Finegan the Court itself said that the question before it was 
whether by disclaimer the rights of creditors could be defeated. Whether 
or not the heir could disclaim in the absence of creditors not being before 
the Court, the Court carefully refrained from any statement on the ques- 
tion. The ratio decidendi of the case was that there could be no disclaimer 
because the instant title vested in the heir by operation of law, the judg- 
ment lien also attached. 

In Bostian v. Milens the Court incorrectly stated that Coomes v. Fine- 
gan had held that an heir could not renounce. It went on to say that the 
law prohibiting renunciation in case of intestate succession was so well 
settled that it was not disposed to announce a different rule. We do not 
know what the Court would have said if it had been informed that there 
was no case holding that an heir could not renounce his intestate share. 
We submit that the true ratio decidendi of Bostian v. Milens so far as 
renunciation is concerned is, as in Coomes v. Finegan, that a judgment 
attached to the heir’s interest by operation of law, and that the heir may 
therefore not renounce what is not his to renounce. * The Court itself 
(in distinguishing other cases which did not involve creditors’ rights but 
which the heirs claimed laid down the rule that an heir could renounce) 
said: “. . . certainly an insolvent person cannot defeat a creditor by the 
waiver of a vested tangible interest in an estate without a consideration.” ® 


83 Section 14.15 (vol. 3, 1952). See also Semerad, Effect of Renunciation of Intestate 
Share in Report oF THE New York LAw Revision Commission 239-258 (1950). 

64 BincHAM, Law or Descent 2 (1870). 

65 Cf, “When we talk of the binding force of judicial decisions, we do not mean that 
all the words used by the judge, still less all his reasons, are law. As Sir Frederick Pol- 
lock has said, ‘judicial authority belongs not to the exact words used in this or that 
judgment, nor even to all the reasons given, but only to the principle recognized and ap- 
plied as necessary grounds for the decision. Therefore, it has never been possible for 
the courts to impose dogmatic formulas on the common law.’” [Sir WiLi1am Hotps- 
WORTH, SOME LESSONS FROM OUR LEGAL History 17 (1928)]. And as an American book 
on case law which has been praised in England says: “In so far as the words of the 
judges go beyond the precise doctrine necessary to the decision, laying down a different 
rule or a broader rule, they are mere dicta.” [WAmBauGH, THE Stupy or Cases, §16 
(2d ed. 1894) ]. ; 

66 Cf, “. . . in a case involving an insurance contract, the court may assign a result to 
the contract on the basis that it is a contract, rather than on the basis that it is an insur- 
ance contract. The result which the court reaches may be sound enough for the case 
before it, and yet the court’s theory may be an unwarranted generalization which does 
not apply to all insurance contracts, much less to all contracts. This is merely another 
species of hasty generalization ; it need not produce unsound results in the particular case, 
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5. The Kalt Case. The Court in In re Kalt’s Estate,” cited in Bostian 
v. Milens in support of the statement that an heir may not renounce, said 
that the question whether a legatee may renounce to defeat the claims of 
creditors was being presented to it for the first time. It said that the 
findings established that the renunciation was made to defeat the claims 
of creditors and could therefore be set aside under California law as 
fraudulent. It said that under the California statute title vested in the 
legatee subject to the possession of the executor during administration, 
and that the legatee is free to renounce a beneficial bequest unless the 
claims of his creditors would be defeated. If the claims of his creditors 
would be defeated by a renunciation, the legatee’s wishes, said the Court, 
become subordinate to his debts. 

The California Court has enunciated what seems to us to be the correct 
rule, whether the renouncer be one who takes by intestacy or by will. 

6. The Maxwell Case. In the Maxwell case * the Tax Court followed 
its decision in Hardenbergh and imposed a gift tax on a renunciation of 
an intestate share. The decedent had left her entire estate by will to her 
husband, the taxpayer, expressing her confidence that he would do what 
was best for their three children. The husband immediately renounced 
under the will. But under California law if a spouse dies intestate as to 
community property, it descends to the surviving spouse. The estate con- 
sisted solely of community property ; the husband, having renounced under 
the will, then immediately renounced his intestate share. The Commis- 
sioner determined that the taxpayer had made a taxable gift to his children, 
and the Tax Court upheld him on the authority of In re Meyer’s Estate.®° 
The language quoted by the Tax Court from the Meyer case does indeed 
support the Tax Court’s position that under California law the husband 
could not renounce; but when we examine the Meyer case, we find that 
like the cases relied upon by the Court in the Hardenbergh case, it does 
not support the doctrine that an heir may not renounce absent the rights 
of third parties. 

In Meyer’s Estate the decedent had died intestate in Germany in 1924, 


and so is all the more dangerous when ,used in connection with significantly different 
cases.” [Morris, How Lawyers Tuinxk 104 (1937)]. 

Bostian v. Milens, it is interesting to note, was brought in the state court because the 
trustee in bankruptcy had sought in a summary proceeding in the bankruptcy court to 
obtain title to Bessie’s undivided one-fourth interest in the estate of her deceased brother. 
The Eighth Circuit Court, in Milens v. Bostian, 139 F.2d 282, 284 (8th Cir. 1943), rele- 
gated the trustee to an action in the state court, saying: “No matter how improbable it 
is that the courts of Missouri will rule that the renunciation by an insolvent heir of his 
interest in the estate of an intestate is effective as against creditors. the question is one of 
State law which has not been settled.” 

67 108 P.2d 401 (1940). 

68 William L. Maxwell. 17 T.C. 1589 (1952). 

69 238 P.2d 597 (Dist. ( :. of App. Cal. 1951). 














306 TAX LAW REVIEW [Vol. 8: 


leaving personal property in California consisting of capital stock of an 
American corporation. Cash representing dividends had been accumulating 
since 1941, when they were frozen by Executive Order of the President 
in June, 1941. The California property was not administered until 1948 
when Irma, a granddaughter of the decedent, who came-here in 1939, 
was appointed administratrix. The decedent’s heirs were a daughter 
Emilie in Germany and three children of a predeceased daughter, all 
residents of Germany at the time of her death: Irma, her brother Rolf, 
who came here in 1929, and another brother Hans, who was still in 
Germany. In November, 1949 Irma as administratrix filed with the 
Probate Court two identical instruments executed in Germany by Emilie 
and Hans, waiving all their interests in the estate of the decedent. In 
1950 Irma filed a petition asking that the estate be distributed to her and 
her brother, share and share alike. The Attorney General of the United 
States filed objections to the petition. He alleged that the waivers exe- 
cuted by the two German nationals were in contravention of the Trading 
with the Enemy Act and were null and void, and asked that the interests 
of the two German nationals be distributed to him as successor of the 
Alien Property Custodian. The Superior Court made an order in which 
it held that the Attorney General was entitled to receive distribution of 
the shares of the two German nationals under the Trading with the 
Enemy Act. The District Court of Appeal affirmed on two grounds. A 
subsidiary ground, which it gave briefly, should have been the only 
ground: “Further the waivers dated August 22, 1949, were void under 
the Trading with the Enemy Act, as amended, and the rules and regula- 
tions relating thereto.” Instead, as in Bostian v. Milens, the Court first 
proceeded to decide that an heir could not renounce. 

The point that the German aliens must have accepted the inheritance, 
since they had been receiving their share of the dividends from 1924 until 
the stock and dividends were frozen by Executive Order, was apparently 
not raised in the case. Under the circumstances, having accepted the in- 
heritance, they could hardly be permitted to renounce. 

While the Court in the Meyer case said that an heir could not renounce, 
the ratio decidendi of the case would appear to be that the renunciation 
was void under the Trading with the Enemy Act. 

7. The Whittington and Kuldel Cases. The Tenth Circuit Court de- 
cision in the Whittington case * and the Fifth Circuit Court decision in 
the Kuldell case ™ were concerned with Texas decedents and with a Texas 
statute which, like the Minnesota statute in Hardenbergh, vested title in 
heirs, legatees, and devisees at the death of the decedent. We have said 


70 Jones v. Whittington, 194 F.2d 812 (10th Cir. 1952). 
1 R. C. Kuldell v. Comm’r, 69 F.2d 739 (Sth Cir. 1934). 
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that these decisions are not to be reconciled with the Eighth Circuit Court 
decision in the Hardenbergh case and the Tax Court decision in the Max- 
well case. The irreconcilability has not been seen, probably because Whit- 
tington and Kuldell were income tax cases. 

In the Whittington case the decedent, a resident of Texas, had died 
testate in April, 1941, leaving three children to whom she left her estate 
in equal shares. Among the assets of the estate were German bonds, 
which became a war loss in December, 1941 when war with Germany was 
declared. One of the children was the plaintiff. She declared that she was 
entitled to deduct for income tax purposes one-third of the war loss. 
Since she was a resident of Oklahoma, suit was brought in that state. 

The District Court stated * that under the Texas statute and decisions 
on the death of a decedent his entire estate both real and personal vested 
immediately (1) in the legatees or devisees if he died testate, or (2) in his 
heirs if he died intestate, subject in either case to the payment of his 
debts. The Court said that the stipulation disclosed that the estate was 
amply solvent, so that the debts of the decedent were immaterial here. It 
held that because title had vested in the legatees under Texas law, the war 
loss was the loss of the legatees. The decision of the District Court was 
thus in complete accord with the Hardenbergh and Maxwell cases. 

The Tenth Circuit Court reversed the District Court, saying that the 
question of title was immaterial. The Tenth Circuit Court found that the 
Texas cases relied on by the District Court were not helpful because all 
that was involved in those cases was whether a creditor of an heir might 
levy upon his undistributed and undivided interest in the estate."* The 
Court continued that under Texas law during the period of administration 
the executor or administrator is a trustee, and that the estate of the dece- 
dent during administration is therefore to be treated as a trust estate 
having a separate existence from the legatees. It therefore held that the 
war loss was that of the estate, since the loss occurred during the period 
of administration. 

The irreconcilability between the Eighth Circuit Court decision in the 
Hardenbergh case and the Tenth Circuit Court decision in the Whitting- 
ton case is the direct result of the Eighth Circuit Court’s agreeing and 
the Tenth Circuit Court’s refusing to be bound by doctrines arising under 


7296 F.Supp. 967 (W.D. Okla. 1951). 

78In Meadows v. Russell, 203 S.W.2d 647 (Dist. Ct. of App. Tex. 1947), the latest 
case cited by the District Court in Jones v. Whittington, it was held that the rule that 
property in custodia legis is not subject to attachment was not applicable to a devised 
estate, since title in Texas vested immediately in the devisee at the death of the testator 
and prior to the probate of the will. The effect of the title vesting in the devisee, the 
Court said, was to render the property subject to the lien of the devisee’s creditors. 
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local law involving an heir’s right to renounce property to which a credi- 
tor’s right had attached. 

In the Kuldell case,"* which arose under Texas law and was decided by 
the Fifth Circuit Court, Howard R. Hughes, president of the Hughes 
Tool Company, died testate. Under Texas law all of his property vested 
immediately, subject to the payment of debts, in his four residuary lega- 
tees: his son, who took one-half, and his father, mother, and brother, 
who took one-sixth each. Among other assets which passed to them were 
1,500 shares of the Hughes Tool Company stock, one-half of the out- 
standing stock. The other 1,500 shares had, on the death of his wife a 
short time before, passed to and were owned by the son, Howard Hughes, 
Jr. The will was duly probated and an administrator appointed. The 
father, mother, and brother assigned their interests in the estate to the 
Hughes Tool Company. Thereafter the company declared two dividends 
totaling $743,500. One-half of the dividends was placed to the credit of 
the administrator on the books of the company. In each year the ad- 
ministrator returned as income of the estate half of the one-half of the 
income so credited. 

The question was whether the dividends not returned by the adminis- 
trator, representing shares assigned to the corporation by the legatees, 
were income to the administrator. One of the administrator’s points (the 
only one material here) was that the dividends not reported by the estate 
were not income to it because they belonged to the Hughes Tool Company, 
which had acquired the interest from the legatees, in whom title had vested 
at the decedent’s death. The Fifth Circuit Court held that the dividends 
not reported were income to the administrator. Not having been paid to 
the Hughes Tool Company by the administrator, the dividends could not 
be deducted by the administrator as income distributed by the fiduciary. 
The Court rejected the argument that the dividends not reported were not 
taxable because owned by the corporation. It stated that until there was 
a partition among the legatees, each legatee owned an undivided interest 
in all of the property of the estate; none owned a sole interest in any of 
it. The fact that the corporation had purchased a half interest in the 
estate did not change the character of any of its issued stock. 

Therefore, in a state like Texas, where title to real and personal prop- 
erty vests pursuant to statute in the heir or legatee, the Hardenbergh doc- 
trine tells him that if he renounces, the renunciation is a taxable gift be- 
cause title to the property was in him; but under the Whittington doctrine 
if the property becomes worthless during administration, he is told that 
he may not take a deduction for the loss because the property was not in 
him. Moreover, in the situation of the Kuldell case the assignee (Hughes 


74R. C. Kuldell v. Comm’r, 69 F.2d 739 (Sth Cir. 1934). 
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Tool Company) would not be taxable for dividends receivable directly by 
it by reason of owning shares of its own stock; yet under the doctrine of 
the Kuldell case the dividends are taxed to the personal representative be- 
cause the Court says the property was not in the heir (assignor). What 
price title? 


TITLE * 


As Holmes put it tersely, to the practicing lawyer law is a prediction 
of what the courts will do. The lawyer of course finds it necessary to 
form certain more or less general concepts to be employed in propositions 
which he calls rules of law.”* It is obvious that he will get into difficulty 
and that his rules will prove ineffective if his terms are loosely defined 
or are used in shifting and varying senses. 

One function of the analytical part of jurisprudence is to examine 
critically the terms used in statements of rules.** An analysis of the 
meaning of the word “title” in the Hardenbergh and Maxwell cases might 
have given us a different judicial determination. But, whatever the reason, 
the term “title’’ was used without any real attempt to discover what it 
means. As Justice Holmes has warned, “It is well to have an accurate 
notion of what you mean by law, by a right, by a duty, by malice, intent, 
and negligence, by ownership, by possession, and so forth” ; there are cases 
“in which the highest courts have floundered because they had no clear 
ideas on some of these themes.” 

The words “ownership,” “title,” and “property” are often used as 
though they represented some definite, indivisible unity. The Uniform 
Sales Act contains a number of sections which say that “the property” 
in the goods does or does not pass under given circumstances, it being 
assumed apparently that the term designates something definite in each 
case. At times the word “title” is used apparently as a synonym. Litiga- 
tion has already revealed that these terms cannot have the same meaning 


75 Readers of Hohfeld, Fundamental Legal Conceptions as Applied in Judicial Reason- 
ing (1923) and of Professor Walter Wheeler Cook, The Utility of Jurisprudence in the 
Solution of Legal Problems (1924) [Lectures BEFoRE THE ASSOCIATION OF THE BAR OF 
THE City or New York (vol. 5, 1928)], will recognize much of the material under this 
heading. Judge Jerome Frank in LAw AND THE MopERN MIND 129 (1930) terms Cook 
perhaps the most “hard-hitting” of Holmes’ disciples. 

76 “T believe that Judge Holmes once stated that one of the marks of a great lawyer 
is the capacity for broad generalizations.” (Hohfeld, supra note 75, at 349). 

77“The questions certified very properly go beyond the question of the existence of a 
partnership. As long as the matter to be considered is debated in artificial terms there 
is danger of being led by a technical definition to apply a certain name, and then to 
deduce consequences which have no relation to the grounds on which the name was 
applied.” Guy v. Donald, 203 U.S. 399, 406 (1906) (Holmes, J.). 

78 Hotmes, Cottectep Lecat Papers 196. 
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in all the sections of the Act."® The reason is that the terms “ownership 
of,” “title to,” and “the property in” goods or land are vague names for 
unascertained groups of claims, privileges, powers, and immunities, indefi- 
nite in number and varying in extent from situation to situation. In the 
given case, only a single one or at most a definite number of these rights 
is involved, and the decision can rarely relate to “the property” or “the 
title” in general. 

Let us examine somewhat more closely the legal molecule “title.” It 


is usually said to be a right in rem. Note the singular form: “a right” , 


not the plural “rights.’”’ We can perhaps attack the matter best by a dis- 
cussion of a concrete problem. In Thompson v. Williams * the plaintiff 
sued in assumpsit for the price of two cows sold to the defendant on 
Sunday. Some time after the delivery of the cows to the defendant the 
plaintiff had taken the cows from the defendant because of his refusal 
to pay for them. The defendant, asserting his title to the cows, had sued 
the plaintiff in an action of trespass and recovered judgment, which he 
afterwards collected, for the value of the cows, the jury assessing the 
damages at the contract price agreed upon between the plaintiff and the 
defendant when the cows were purchased. In the assumpsit action, how- 
ever, it was held that the plaintiff, notwithstanding the successful asser- 
tion of title on the part of the defendant in the trespass action, could not 
recover. The Court said that the defendant was not estopped by the judg- 
ment in the trespass action from setting up the defense that the contract 
was illegal because entered intq on Sunday; it said that the law does not 
give the vendor a remedy by allowing him to retake the property illegally 
sold. “It leaves the parties where their illegal contract left them,” said 
the Court, “and it would not leave the parties where their illegal contract 
left them if it did not maintain the title acquired by the contract.” 

In commenting on the case, Keener in his book Quasi-Contracts says 
that probably no better illustration can be found in our law of the im- 
portance of distinguishing between a right in rem and a right in personam 
than is afforded by this case. The plaintiff in the action of trespass suc- 
ceeded because he had acquired a title by the purchase of the property. 


The source of his title was immaterial ; he had a right in rem. The vendor, | 


by interfering with the possession of the vendee to whom the title had 
passed, became a tort feasor. But when the vendor who had a right in 
personam sought to recover in assumpsit against the vendee, he was seek- 
ing the aid of the court to reduce a chose in action to possession and thus 
to acquire a right in rem. 

79 Cook observes: “Our law of mortgages is similarly confused. Has mortgagor or 


mortgagee ‘the title,’ or only ‘a lien’? No one stops to ask, what does ‘the title’ mean?” 
80 58 N.H. 248 (1878). 
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Cook says that he remembers as a student under Keener wondering 
whether it were possible to reach a different result. At the time the Court’s 
reasoning seemed so simple and unanswerable. It was only when he began 
to examine more carefully into the concepts for which the terms in the 
argument were supposed to stand that he began to see how a different 
result might be reached, if one so desired, without doing violence to settled 
legal notions. 

Both the Court and Keener assumed that something called “the title,” 
“a right in rem,” passed by the delivery of the cows on Sunday. But, says 
Cook, if we turn our legal microscope on this legal entity (“the title,” the 
right in rem), it turns out to be an extraordinarily complex molecule. It 
contains, first, an indefinite number of claims against each and every per- 
son other than the owner, with correlative duties on the part of those 
other persons. That is, if X has the full ownership of a cow or any other 
physical object, he has a separate and distinct claim against each and 
every other person who owes him a legal duty to let the physical object 
alone. Each duty can be extinguished separately by the owner’s giving 
permission to a particular person to deal with the object, leaving all the 
other duties intact. Similar analysis will disclose an equally large number 
of privileges, powers, and immunities. When A “transfers,” as we say, 
“the title’ to B, what happens is that all these rights, indefinite in number, 
are extinguished in or diverted from A, and B acquires, i.e., is invested by 
the law with a similar aggregate. The physical delivery of the cow is one 
thing; the divesting of A’s so-called “right in rem,” really a very com- 
plex aggregate of different kinds of rights, and the investing of B with 
a similar aggregate of rights, is another. If the law is going to refuse 
to attach a duty to B’s promise to pay for the cow, made on Sunday, why 
should it be assumed that it will necessarily attach to the physical delivery 
on Sunday the much greater legal consequence of investing B with the 
aggregate of rights called “title”? Whether a different result would be 
better or more just, is purely a question of social policy. 

Professor Louis E. Simes and Paul E. Basye say: ** “Of course, the 
mere fact that title to realty is in the distributee or is in the personal 
representative, during administration, does not go far in describing the 
real situation. In all jurisdictions, regardless of what technical rule is in 
force as to the location of title, the distributee has some interest in the 
property as of the time of the decedent’s death. On the other hand, even 
under the California type of statute, it is clear that the personal repre- 
sentative has a very substantial interest in the estate during the course of 


81 Simes and Basye, The Organization of the Probate Court in America: II, 43 Micu. 
L. Rev. 113, 125 (1944). 
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administration, though it may be described in terms of a right to possession 
or a power of disposition rather than in terms of title.” 


REFUSAL OF A CHILD TO ASSERT A STATUTORY SHARE AGAINST A 
WILL As A TAXABLE GIFT 


Some law review writers * believe that the failure of a child to claim 
his statutory share ** against a will may result in a taxable gift under the 
doctrine of constructive receipt. For the reasons stated in our discussion 
of the Hardenbergh case, we think a statute to that effect would be uncon- 
stitutional. However, putting aside the constitutional issue, there is no 
support for this position in the cases upon which it is based. Since Pro- 
fessor Bowe is the most prominent of the writers so contending, we shall 
discuss his arguments, which include all those advanced by the other 
writers. 

The doctrine of contructive receipt, Bowe says, developed early and has 
wide application in the income tax field. In Corliss v. Bowers ** the tax- 
payer had created a trust revocable at will, income payable to his wife, 
remainder to his children. The Supreme Court, Bowe points out, held 
that the trust income was taxable to the settlor. Justice Holmes recognized 
that what had in fact happened was that an owner of property had handed 
it over to someone called a trustee, with directions to pay the income to the 
owner’s wife until further orders from the owner, and he therefore de- 
cided that the income should be taxed to the owner. This case is the foun- 


I 


dation for Bowe’s thesis that under the doctrine of contructive receipt a | 


child who does not assert a statutory share in his father’s estate against 
his mother has made a taxable transfer. It is quite clear that this case in 
no way supports Bowe’s thesis.*° 

From the discussion of Corliss v. Bowers, Bowe goes on to Richardson 
v. Commissioner,®* in which the income from a trust was held taxable to 
the settlor’s husband. She had created the trust for the benefit of their 


82 Note, Will Renunciation of a Bequest or Failure to Claim a Statutory Share Con- 
stitute a Gift? 2 Vanp. L. Rev. 287 (1949); Bowe, Girrs ANp Taxes, XVIII U. or 
Crnn. L. Rev. 237 (1949); Black, The Effect of Renunciations and Compromises on 
Death and Gift Taxes, 3 VANp. L. Rev. 241 (1950); see also Note, Disclaimers in Fed- 
eral Taxation, 63 Harv. L. Rev. 1047 (1950). 

88 In almost all states there are provisions which protect the inheritance of a child 
born after the execution of a will; in more than half the states there are also statutory 
provisions to the effect that a child not mentioned in a will or otherwise provided for 
may claim his intestate share, even if in being at the date of the will. [MECHEM AND 
Atkinson, CASES ON WILLS AND ADMINISTRATION (3d ed. 1947)]. 

84 281 U.S. 376 (1930). 

85 For other misinterpretations of Supreme Court decisions, see Roehner, Realization: 
Administrative Convenience, or Constitutional Requirement? 8 Tax L. Rev. 173 (1953). 
86 121 F.2d 1 (2d Cir. 1941). 
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children, with her husband as trustee, and had given him a power to with- 
draw the principal at any time. The situation, Bowe says, in Jergens v. 
Commissioner ** was similar in that there too the husband-trustee had 
the power to withdraw the principal. In neither case, Bowe adds, did the 
holder of the power exercise a right of withdrawal, yet the trust income 
was taxed to him in each case rather than to the actual recipient, because 
the trust corpus was “so far subjected to his unfettered dominion” that 
it in substance was his. 

Cerf v. Commissioner,** Bowe says, affords another example where 4 
is donor in the property sense, B donor in the tax sense. In that case the 
taxpayer had a right to receive all the income from four trusts created 
by her husband. The trusts were subject to amendment only with her 
consent. It was held that her agreement to amend so as to pay the income 
to the grantor for life constituted a taxable gift by her. 

On the basis of these cases Bowe infers that a child who does not claim 
his statutory share may find that he has made a taxable gift. He gives 
as an illustration the case of a son whose father bequeathed his entire 
estate to his widow with full confidence that she would pass it along to 
their son. The will, however, fails to mention the son, and the state is 
one in which the child is entitled to half the estate, since his name was 
omitted from the will. Of the son, Bowe says that nothing is clearer to 
him than that his father has made the gift; and so the father has in the 
property sense. But taxation, he says, is concerned with economic reali- 
ties, not the niceties of common law conveyancing. Had the son, he points 
out, taken his statutory share and given it to his mother, he would have 
incurred gift tax liability. He sees the son’s control over the fund as 
the substantial equivalent of a general power of appointment, and the 
son’s failure to elect, he says, would seem to constitute an informal re- 
lease of the power. He says that the property passes to the mother at 
the sole pleasure and will of the child. 

When we examine the Cerf, Richardson, and Jergens cases we find 
that they do not provide the support which Bowe believes they furnish. 
In the Cerf case, the Third Circuit Court, affirming the Tax Court, said: 


The gift was obviously one for the taxpayer’s benefit. No doubt she could have 
refused it, But she did not, indeed her acquiescence is shown by becoming a 
trustee and signing the documents in that capacity.®® 


We have then in the Cerf case a finding that there was acceptance in fact 
by the wife. Similar circumstances appeared in the Second Circuit Court’s 


87 136 F. 2d 497 (5th Cir. 1943). 
88 141 F.2d 564 (3d Cir. 1944). 
89 Jd. at 566 (emphasis supplied). 
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Richardson case, where the taxpayer became trustee of a trust the corpus 
of which became his if he exercised the power given him to terminate the 
trust at will, and in the Fifth Circuit Court’s Jergens case, where the tax- 
payer became trustee of a trust the income of which he controlled abso- 
lutely. In each case the person taxed had accepted the trust. But a child 
who is entitled to claim an intestate share against a will has not signified an 
acceptance of any property if he does not assert his claim. Therefore the 
principle of the Cerf, Richardson, and Jergens cases does not apply. 


RENUNCIATION OF A LEGACY AND THE POWERS OF 
APPOINTMENT Act oF 1951 


Bowe maintains *° that the power that a legatee has under a will to 
accept or reject a legacy is widely regarded as the substantial equivalent 
of a general power of appointment.” It is true that the Sixth Circuit 
Court held in 1933 in Brown v. Routzahn ” that a legatee may renounce 
under a will without incurring a gift tax, but tax practitioners, he says, 
have long recognized that changes in judicial attitudes over the past twenty 
years have pretty well interred that case. He cites the Tax Court decision 
in the Hardenbergh case as an example. 

Bowe’s statement that tax practitioners believe that changes in judicial 
attitudes have pretty well interred Brown v. Routzahn is incorrect. His 
authorities are a student note and an article that relied on that note. 
Against these we have Louis Eisenstein accepting Brown v. Routzahn in 
1943,°° Randolph Paul accepting it in 1946 in the supplement to his Fed- 
eral Estate and Gift Taxation,** Warren and Surrey accepting it in 1952,” 
and Griswold in 1952. 

Bowe points out that under the Powers of Appointment Act of 1951" 
a beneficiary under a will may renounce without incurring gift tax. Then 
he maintains that the renunciation in the Hardenbergh case was free of 
tax because of section 1000(c) of the Internal Revenue Code, added by 
the Powers of Appointment Act of 1951, which was not considered by the 


90 Bowe, Estate Planning and the Powers of Appointment Act of 1951, 5 Vanp. L. Rev. 
197 (1952). 

91 Citing Note, 2 Vanp. L. Rev. 287 (1949) and Black, The Effect of Renunciations 
and Compromises on Death and Gift Taxes, 3 Vanp. L. Rev. 241, 268-9 (1950). 

9263 F.2d 914 (6th Cir. 1933). 

98 Eisenstein, Powers of Appointment and Estate Taxes, I, 52 Yate L. J. 494, 504 
(1943). 

94 PauL, FEDERAL Estate AND Girt TAXATION 686 (1946 Supp.). 

95 WARREN AND SuRREY, FEDERAL EsTATs AND Girt TAXATION, CASEBOOK AND Ma- 
TERIALS 171 (1952 ed.). 

96 GRIswoLD, CASES AND MATERIALS ON FEDERAL TAXATION 85, 565 (1950 ed.). In his 
1952 Supplement, at 120, Griswold still treats Brown v. Routzahn as law. 
97 Pub. L. No. 58, 82d Cong., Ist Sess. (June 28, 1951). 
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Tax Court. He says that the law provides, apparently for the purpose of 
eliminating the gift tax in the Hardenbergh case, that a disclaimer or 
renunciation of a general power of appointment shall not be deemed a 
release of the power for gift tax purposes.** This argument is invalid. 
Since the Tax Court held that title vested in the heirs by operation of law 
on the death of the decedent, the case did not involve a power of appoint- 
ment in the heirs. Otherwise expressed, if there was a power of appoint- 
ment, it had been fully executed. Under that holding, the situation was 
the same as if the donee of a power of appointment had first appointed 
to himself by deed. 


CoNCLUSION 


In determining whether an heir of an intestate or a legatee under a will 
has made a taxable gift by renouncing, the “unwitty diversities” * of 
local law should be disregarded.*” Furthermore, a pretermitted child has 
not made a taxable gift in not asserting his right to a statutory share. 

When we consider that in this article we have disputed with accepted 
authorities outside our specialty, we are reminded of an anecdote related 
by Professor A. L. Goodhart. A Hungarian professor, submitting an ar- 
ticle to him as editor of the Law Quarterly Review, wrote, “I hope that 
if you publish this, I will receive adequate retribution.” *** Nevertheless, 
we feel our thesis is clear enough to make Judge Jerome Frank’s remark *° 
applicable : 


A happy typographical error once yielded a reference ‘to a proposition so ob- 
vious that only the intelligent can misunderstand it.’ 


98 Bowe, TAX PLANNING For Estates 64-66 (1952 ed.). 

99 Helvering v. Hallock, 309 U.S. 106 (1940). 

100 Cf, “The considerations favoring uniformity of construction, in so far as is consti- 
tutionally possible, are numerous and overpowering. The inherent injustice of permitting 
taxpayers in the same economic situation to be affected differently by the same federal 
statute is hardly open to argument.” [Paut, Stupres 1n Taxation 50 (2d ser. 1938) ]. 

101 American Influence on English Law, 12 Cut. B. A. Rec. 381-6 (1929). 

102 Book Review of Curtis, LIONS UNDER THE THRONE, N.Y. Times, Apr. 20, 1947. 
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Upon The Termination Of Trusts 
And Estates 


JESSE R. FILLMAN 


Wars the administration of an estate comes to an end or when a 
trust terminates, federal income tax questions that are worthy of atten- 
tion frequently arise. The questions arising in connection with trusts and 
stemming from the repeated necessity of liquidating assets in order to wind 
up trusts and make final distributions to the beneficiaries are the particular 
subject of this examination. 


THE GENERAL OPERATION OF SEcTIONS 161 AND 162 


The income taxes imposed upon individuals (other than the tax on self- 
employment income) are applicable to the income of estates and of prop- 
erty held in trust,’ and the net income of an estate or trust upon which the 
tax is levied is computed in the same manner as in the case of an individual, 
except for the additional deductions and the limitations provided by sec- 
tion 162.* The additional deductions under section 162 of importance to 
our discussion are those which are matched by the section’s provision that 
the amount allowable shall be included in the income of the legatees or 
beneficiaries. Thus, estates and trusts are taxable entities, not merely con- 
duits of income, and while an estate is in the process of administration, 
or a trust is in existence, the income received must be attributed in the 
first instance to the entities for income tax purposes. The estate or trust 
becomes a conduit of income only, as suggested above, by way of certain 
of the deductions provided in section 162. At the end of the administra- 
tion of the estate the situation suddenly changes. The estate as a taxpayer 
disappears; the disappearance is signalled by the filing of a final return 
and the heirs or legatees henceforth report the transactions. In the final 
year of the estate some new rules for the determination of what income 
is taxable to the fiduciary and what is taxable to the legatees are introduced. 


JessE R. FirtMan is a member of the New York Bar, and of the firm of Carter, 
Ledyard & Milburn, and member of Advisory Board of the Tax Law Review. 

1LR.C. §161. 

2 The credits against net income of an estate or trust are set forth in I.R.C. §163. For 
miscellaneous special provisions relating to the net income of estates and trusts other 
than when divorce is a factor, see I.R.C. §§170, 172. 
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In the case of a trust which “terminates,” * some new rules may apply to 
the year in which the “terminating” event occurs and thereafter until final 
distribution of the trust assets. If we are to examine this transition from 
one method of imposing income tax to another, the point at which estate 
administration is over (or ought to be over) or at which a trust may be 
said to have “terminated” should be determined. For the purpose of re- 
solving the questions which must be answered in order to file the final 
return of an estate or the returns of a trust subsequent to “termination,” 
it will for most tax purposes be sufficient to identify the year in which 
administration has ceased or other significant event has occurred. 


THE BACKGROUND OF SEcTION 162(b) 


That part of section 162 which regulates the taxation of estate and 
trust income as between the fiduciary and the legatees and beneficiaries was 
substantially revised in the Revenue Act of 1942.* The Congressional 
purpose in part of the revision and the method adopted for its accom- 
plishment should be observed as a background against which to examine 
the problems of terminated estates and trusts here to be discussed. Three 
sources of income tax avoidance, or at least of distortion, were sought 
to be eliminated by the amendments to section 162:° (1) the rule laid 
down by the Supreme Court regarding annuities,° under which the income 
of a trust actually used to satisfy the annual payment of an annuity 
chargeable against principal to the extent that income is inadequate was 
taxable to the fiduciary; (2) the accumulation rule, under which the in- 
come of an accumulation trust for the year in which the accumulation 
becomes payable to the beneficiary was taxable to the fiduciary; * and (3) 
the so-called Dean rule,* under which trust income payable to the bene- 
ficiary after the close of the taxable year of the trust in which it is re- 


8 Quotation marks are used because, as will later appear, a trust must nearly always 
stay in existence for some period beyond the date provided in the instrument for its 
“termination.” 

4 Sec. 111, 56 Strat. 798, 809 (1942). 

5 Sen. Rep. No. 1631, 77th Cong., 2d Sess. 71, 73, 74 (1942). 

6 Burnet v. Whitehouse, 283 U.S. 148 (1931); Helvering v. Pardee, 290 U.S. 365 
(1933). The present rule is laid down in sections 22(b)(3) and 162(d). 

7 Roebling v. Comm’r, 78 F.2d 444 (3d Cir. 1935). Contra: Cowles v. United States, 
50 F.Supp. 242 (Ct. Cl. 1943). See also S. F. Durkheimer, 41 B.T.A. 585 (1940), relat- 
ing to a similar problem in the year the administration of an estate ends, and referred to 
by the Finance Committee. Sen. Rep. No. 1631, supra note 5, at 71. 

8 Comm’r v. Dean, 102 F.2d 699 (10th Cir. 1939). At this point the Congressional cure 
was also aimed at the tax advantages often obtained by delaying distributions of income 
from estates in the process of administration until just after the close of the year. These 
provisions are found in I.R.C. §162(d), the so-called first 65-day rule and after-65-day 
rule. 
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ceived was taxable to the fiduciary in the year of receipt. All three of 
these rules and their legislative abolition have a bearing upon the subject 
at hand, but it will suffice to discuss in somewhat more detail the second 
or accumulation rule. 

Prior to the 1942 amendments, section 161(a) provided, as it does now, 
that the tax should apply, inter alia, to the income of estates and trusts 
including : ° 


Income accumulated in trust for the benefit of unborn or unascertained persons 
or persons with contingent interests, and income accumulated or held for 
future distribution under the terms of the will or trust. 


Under section 162, prior to 1942, there was taxable to the beneficiary only 
that income which was (a) “to be distributed currently,” *° or (b) in the 
case of estates or discretionary trusts,"* that which was “properly paid or 
credited to beneficiaries.” ** Interpreting both section 161 and section 162, 
a number of decisions held that in cases in which the income was to be 
accumulated during the minority of a beneficiary, income earned during 
the year when accumulation ended was taxable to the fiduciary.** These 
holdings rested on the theory that once it was accumulated the income 
either (a) could not be “properly paid or credited” but could be distrib- 
uted only as part of an accumulation * or (b) became principal.** The 
Congressional solution, designed to make the final year’s income taxable 
to the beneficiary, was the insertion in section 162(b) .of one sentence: 


As used in this subsection, ‘income which is to be distributed currently’ includes 
income for the taxable year of the estate or trust which, within the taxable 
year, becomes payable to the legatee, heir, or beneficiary, 


It should be noted that no change was made in section 161 or in section 
162(c).?° 


® Also pertinent here is the provision of I.R.C. §161 referring to “Income which, in 
the discretion of the fiduciary, may be either distributed to the beneficiaries or accu- 
mulated.” 

10 T.R.C. §162(b). 

11 That is, “income received by estates of deceased persons during the period of ad- 
ministration or settlement of the estates, and in the case of income which, in the discretion 
of the fiduciary, may be either distributed to the beneficiary or accumulated.” I.R.C. 
§162(c). 

127.R.C. §162(c). The statutory language quoted in the text and in the preceding foot- 
note is the same as appears in the Code today, but, as will appear from the text, an addi- 
tional sentence in section 162(b) breathed new meaning into the old words. 

18 Roebling v. Comm’r, 78 F.2d 444 (3d Cir. 1935) (1926 Act) ; Spreckels v. Comm’r, 
101 F.2d 721 (9th Cir. 1939) (1932 Act) ; Comm’r v. Clark, 134 F.2d 159 (2d Cir. 1943) 
(1938 Act). 

14 Spreckels v. Comm’r, supra note 13; Comm’r v. Clark, supra note 13. See also 
County National Bank & Trust Co. v. Helvering, 122 F.2d 29 (D.C. Cir. 1941). 

15 Roebling v. Comm’r, supra note 13. ; 

16 The fact that no change was made in the reference to the kind of income subject to 
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WHEN Does AN ESTATE OR TRUST TERMINATE? 


The regulations *’ indicate that for income tax purposes an estate lasts 
during the period required by the fiduciary to collect the assets and pay 
the debts and legacies. If the executor or administrator takes longer than 
the time “actually required” to perform the ordinary duties of adminis- 
tration, the Commissioner feels free, if to the advantage of the revenue, 
to declare that the estate has disappeared as a taxpayer and has been suc- 
ceeded by the testamentary trust or the legatees. And after some failures,” 
the Commissioner has succeeded in establishing that he can complain about 
an administration which has consumed an unreasonably long period of 
time.*® But the decisions in the Commissioner’s favor have done little 
more than determine that for tax purposes the period of administration 
had ended prior to the taxable year before the court. The cases may be 
said to establish that under the Code and regulations the period of ad- 
ministration of an estate may expire prior to the distribution of all of the 
assets. In cases where the distribution of the assets is not unreasonably 
delayed, however, it is submitted that the period of administration should 
be considered as continuing until and as ending when the final distribution 
has been made, and that a delay in securing a formal court approval of the 
distributions or in securing receipts and releases from the distributees 
should not enlarge the period. 

After final distribution, the estate can hardly indulge in any transactions 
with income tax consequences, but the question of whether the adminis- 
tration of a particular estate ended in the year of the final distribution or 
in the following year when the account was approved is of more than aca- 
demic interest with respect to transactions consummated in the earlier 
year. The application of section 162(b) to every item of taxable income 
will depend upon the answer to that question. The exact date upon which, 
rather than merely the year in which, administration ends may be impor- 
tant for the purpose of determining the due date of the final return of an 
estate, because it may be that the final distribution establishes a fractional 
part of a year.” For questions relating to the taxation of the income, 


tax (I.R.C. §161) or in regard to the rules regarding income of estates or discretionary 
trusts that is properly paid or credited is undoubtedly some evidence that Congress did 
not intend to make any change in the classification of items as principal or income under 
local law. See also discussion infra at p. 325. 

17 Reg. 111, Secs. 29.142-6, 29.53-1 (1943). 

18 J, H. Anderson, 30 B.T.A. 1275 (1934); First National Bank of Birmingham, 31 
B.T.A. 847 (1934) ; Frederich v. Comm’r, 145 F.2d 796 (5th Cir. 1944). 

19 Chick v. Comm’r, 166 F.2d 337 (1st Cir. 1948) ; Marin Caratan, 14 T.C. 934 (1950) ; 
see also Leonard Marx, 47 B.T.A. 204 (1942). 

20 See section 47(g) referring to taxpayers not in existence for twelve months as being 
required to report for a fractional part of the year. Under Reg. 111, Secs. 29.142-6 and 
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however, it is enough to determine the year in which administration has 
been completed. 

In Della M. Coachman” the trustee of an inter vivos trust was directed 
by the instrument to pay the net income to the grantor’s wife for life and 
at her death to transfer the trust fund in equal shares to living nieces and 
nephews. The income beneficiary died on December 14, 1944. In 1945 
the trust fund was converted from securities into cash in order to make 
distribution to the remaindermen, and distribution was made in 1945 fol- 
lowing court approval of the accounts. In liquidating the securities, the 
trustee realized losses, a part of which the petitioner, one of the remain- 
dermen, claimed in her 1945 return. The Tax Court sustained the Com- 
missioner’s denial of the claim, stating that the question of when the 
trust terminated was one of local law—in this case New York. Pointing 
out that the trustee had duties to perform after the life tenant’s death, 
the Court concluded that under New York law the corpus continued to 
be trust property.”? The trustee was not acting as a mere agent for the 
remaindermen but sold the securities in its capacity as trustee.** The 
same reasoning supports a disallowance of deductions to a distributee for 
expenses incurred by the trustee subsequent to the income beneficiary’s 
death and charged against the corpus distributed to the remaindermen 
in the same year.** For similar reasons, capital gain realized in 1937 and 
1938 by a trust after the death of the income beneficiary would have been 
held taxable to the trustee if an unreasonable delay in distributing the 
assets had not been found, the income beneficiary having died in 1934.?* 
Thus, until the 1942 amendment to section 162(b), the taxable year in 
which the trust was by its terms to terminate was subject to the same rules 
as prior years. Transactions occurring after the terminating event but 
before distribution of the assets were not governed by different rules be- 
cause of the occurrence of the event. 


29.53-1 the return for such a fractional part of a year may be due four months after 
the close of the fractional year. The usual practice seems to be to wait until after the 
close of what would have been the whole taxable year—a procedure specifically permitted 
in the case of a final return of a decedent by the regulations at Sec. 29.53-1(6). 

2116 T.C. 1432 (1951). 

22 Citing Deering v. Pierce, 149 App. Div. 10, 133 N.Y.Supp. 582 (1st Dept. 1912) ; 
Matter of Miller, 257 N.Y. 349, 178 N.E. 555 (1931) ; Matter of McManus, 282 N.Y. 
420, 26 N.E.2d 960 (1940). 

23 A different view was taken in Francis Francis, Guardian, 15 B.T.A. 1332 (1929), 
but the case is no longer regarded by the Tax Court as authority. 

24 Anstes V. Agnew, 16 T.C. 1466, 1468 (1951) ; see also Bingham’s Trust v. Comm’r, 
325 U.S. 365, 373 (1945). 

25 Leonard Marx, supra note 19. See also Comm’r v. First Trust & Deposit Co., 118 
F.2d 449 (2d Cir. 1941). 
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EXAMINATION OF THE TAX QUESTIONS OF A TERMINATING TRUST 


Let us now examine the termination of a trust, for the purpose of 


determining how the income and the expenses of the year of the death - 


of the life beneficiary shall be treated for tax purposes, particularly in the 
light of section 162(b) as it now reads. Suppose a testamentary trust 
was created in 1930, providing for the payment of the income to A for 
life, remainder to A’s issue per stirpes. A died March 1, 1952, survived 
by 14 remaindermen entitled to various shares. The trustee, between 
March 1, 1952 and September 1, 1952, sold all the property in the trust 
and as of September 1 is prepared to distribute to the remaindermen all 
of the cash proceeds together with any income on hand provided it is 
clear that no reserve for 1952 federal income tax need be kept back. The 
activities of the trust for the year, in round figures, are as follows: 
For the period January 1, 1952 through February 29, 1952: 


Receipts Disbursements 
Taxable** interest and 
dividends $13,000 To life tenant $12,740 
Proceeds from sales of 
a ere 30,000 To income commissions 260 
Expenses of sales 500 


For the period March 1 to September 1, 1952: 


Receipts Disbursements 

Interest accrued as of E New York income tax on 

March 1 $ 1,000 1951 capital gains $ 100 
Interest not accrued as Income commissions 200 

of March 1 2,000 To estate of life tenant 980 
Dividends 7,000 Expenses of sales 2,500 
Proceeds of sales of Federal income tax on 1951 

property 1,800,000 capital gains 575 


The sales of property prior to March 1 resulted in a long-term capital 
gain of $5,000; the sales after March 1 resulted in a long-term gain of 
$80,000. Each of these figures represents 100 per cent of the long-term 
gain involved, after deducting the expenses of the sales. No income will be 
received after September 1, but the trustee expects to make the following 
disbursements prior to the end of the year: 


Principal commissions $20,000 
Attorney’s fees 15,000 
New York income tax on 1952 capital gains 3,000 27 


26 Receipt of municipal bond interest is avoided in order not to bring into the discus- 
sion questions of the allocation of expenses under section 24(a) (5). 
27 Under New York law it is clear that the trustee is liable for the tax on capital 
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The trustee has always kept the trust books and filed the trust income 
tax returns on a cash basis and on the calendar year. On the trust books 
the trustee will charge the principal commissions, the legal fees and the 
New York capital gains tax to the principal account. The New York tax 
paid prior to March 1 and the expenses of sales have been charged to 
principal account. The income commissions were charged to income 
account. 


To WHOM ARE THE CAPITAL GAINS TAXABLE? 


The leading case is Carlisle v. Commissioner.* In that case the tax- 
payer’s husband died in 1940, leaving his entire residual estate to the tax- 
payer who was also named executrix. In 1942 the estate was fully dis- 
tributed to the residuary legatee by means of three distributions of cash 
and a final distribution of securities in kind. In January, 1943 the ex- 
ecutrix applied to the Probate Court (Cuyahoga County, Ohio) for 
authority to make the distribution in kind, and in the same month the 
authority was granted by means of a “Journal Entry.” * During the year 
1942 the executrix received dividend and interest income and paid some 
expenses, including Ohio personal property tax. A long-term capital gain 
was realized on the sale of certain stock. In the fiduciary return for 1942 
the executrix showed net income taxable to the fiduciary, consisting of the 
dividends, interest, and 50 per cent of the capital gain, less the expenses. 
No deduction was claimed on the fiduciary return for distributions to 
beneficiaries. The Commissioner charged the taxpayer-legatee with the 
entire net income shown on the fiduciary return.*° The Tax Court sus- 
tained the Commissioner, and the Circuit Court of Appeals affirmed the 
Tax Court. 

No issue was raised about reducing the income chargeable to the legatee 
by the deductions, and in the Circuit Court of Appeals the only issue dis- 
cussed was that relating to whether the estate or the distributee was 
taxable on the capital gain. In regard to both the ordinary income and 
the capital gain, the decision of the Tax Court, and in regard to the 
capital gain, the decision of the Appellate Court, rests squarely on the 


gains irrespective of the circumstance that the life beneficiary has died. N. Y. Tax Law 
§§365-7. The New York tax will, as a matter of practice, be accepted in advance of the 
due date, and the prepayment will permit a deduction in 1952. See I.T. 4054, 1951-2 
Cum. Butt. 36. 

28 165 F.2d 645 (6th Cir. 1948), affirming 8 T.C. 563 (1947). 

298 T.C. at 564 (1947). 

80 Part of the claimed expenses was disallowed and the petitioner conceded that point. 
The net income of the fiduciary as so adjusted was included in the petitioner’s income, 
the Commissioner thus treating the capital gain realized by the executrix as taxable in 
her hands as distributee. 
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proposition that something happened in 1942 which established those 
amounts as “income . . . which, within the taxable year, becomes payable 
to the legatee, heir, or beneficiary’ and hence was “income which is to be 
distributed currently’ within the meaning of section 162(b). If such 
an event did occur, there is little doubt of the correctness of the decisions 
with respect to the ordinary income. 

The Senate Finance Committee Report, relating to the 1942 amendment 
to section 162(b), specifically referred to “accumulated income of an 
estate . . . paid to a residuary legatee upon termination of the estate.” “ 
For this purpose there appears to be no valid distinction between income 
accumulated in a trust for distribution upon the beneficiary’s reaching a 
specified age,** and income accumulated during the administration of an 
estate and distributed at the end of the administration.** Congress clearly 
intended to clarify the law governing each situation, making certain that 
the tax treatment was the same in each case.** 

The opinion of the Tax Court in the Carlisle case does not admit of 
any uncertainty concerning whether an event occurred in 1942 that would 
put the amendment of section 162(b) into operation. The opinion simply 
refers to income “which became payable and was paid to petitioner when 
the administration of the estate was terminated in December of that year 
[1942]” and holds that it “was income currently distributable to peti- 
tioner and taxable to her under the provisions of section 162(b), as 
amended.” *° It is clear that the opinion refers to the 1942 amendment, 
quoted above, which treats as currently distributable any income which 
“becomes payable” within the taxable year. It cannot be that the income 
became payable because it “was paid to the petitioner,” for section 162(b) 
is specific in its direction that income which is “to be distributed currently” 
is taxable to the beneficiaries “whether distributed to them or not.” The 
key to the Tax Court’s determination must be in the phrase “when the 
administration of the estate terminated in December.’ The best clue to 
the proper interpretation of the Tax Court’s language probably lies in a 
sentence in the opinion of the Circuit Court: ** 


31 Sen. Rep. No. 1631, supra note 5, at 71. 

82 As will be shown later, the specified age rule in regard to accumulated income does 
not necessarily include a similar kind of rule to be applied to capital gain upon the death 
of the income beneficiary. See Reg. 111, Sec. 29.162-2(b), quoted infra at p. 328, which 
applies I.R.C. §162 in case the beneficiary for whom income is being accumulated dies 
prior to reaching the specified age. 

83 The discussion in the text is limited to income for the year in which the event of 
termination occurs. For concepts of distributable income which include income for a 
prior year, see I.R.C. §162(d) and Reg. 111, Sec. 29.162-2. 

84 Sen. Rep. No. 1631, supra note 5, at 71, 72. 

858 T.C. at 569. 

36 165 F.2d at 648. 
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It is quite true that authority from the Probate Court for the October, 1942 *7 
distribution was neither applied for nor allowed until January, 1943, but the 
Tax Court was not in error in viewing the proceedings as mere formalization 
of authority exercised in 1942. 


While lucidity is lacking in the opinions, it is submitted that the case 
should be interpreted as holding that when the facts are such as to show. 
that the period required for the administration of an estate has ended 
during a given taxable year, income of the estate for that year, including 
capital gain, becomes payable within the year and hence is taxable to the 
legatees as income to be distributed currently.** Evidence that the period 
required for administration ended during the taxable year is ample when 
it appears that all of the assets of the estate were distributed before the 
end of the year. The weight of such evidence is not reduced by the delay 
in obtaining court approval for action already taken with apparent author- 
ity. It is hard to find fault with the holding that the period of adminis- 
tration ended in 1942. That being so, the result reached as to the items 
of ordinary income is in accord with the Congressional purpose in enact- 
ing the 1942 amendment to section 162(b). 

The conclusion reached in the Carlisle case to the effect that the capital 
gain as well as the ordinary income was distributable under section 162(b) 
is open to question. In his text-book relating to the income taxes of 
estates and trusts, Kennedy * undertakes to demonstrate that Congress 
did not intend to make capital gains distributable unless there is a pro- 
vision in the will or trust instrument requiring their current distribution. 
The argument presents the view that there is no sign that Congress in- 
tended to remove the distinction between income and principal established 
by local law in the administration of trusts and estates. It is contended 
that Congress was concerned, in enacting the amendment to section 
162(b), only with the tax problems that had arisen in connection with 
accumulated income and not with proceeds from the sale of capital assets 
which constitute merely conversions of principal containing, in certain 
cases, some “taxable income” in the form of capital gain. The fact that 
no amendment was made to section 162(c) under which what is properly 


87 The reference to the October distribution is made because the cash proceeds of the 
sale in which the capital gain was realized were distributed then; the final distribution 
in December was in kind. The quotation from the Tax Court’s opinion leaves some 
impression that the gain was taxable to the distributee because it was distributed, but it 
is believed that the text correctly expresses the real meaning of the decision. See Reg. 
111, Sec. 29.162-2(b), quoted infra at p. 328, which refers to income as becoming payable 
“at a date not later than the date it is actually paid for the use of the distributee.” 

88 This interpretation follows the language of the regulation cited at note 17 supra, to 
the effect that the facts control the length of the period. 

39 KENNEDY, FEDERAL INCOME TAXATION OF TRUSTS AND Estates 129-136 (1948). 
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paid or credited as income remains subject to local law distinctions and 
rules is some evidence that Congress did not intend that federal law alone 
should control what is distributable under section 162(b).*° The appli- 
cable regulation is not helpful, and G.C.M. 24702, which is sometimes 
referred to as controlling the matter, does not, it is pointed out, make a 
specific reference to capital gains and hence is to be regarded as incon- 
clusive.** 

Kennedy’s text, however, was written prior to the decision of the Sixth 
Circuit Court of Appeals in the Carlisle case. In his Supplement for use 
in 1952, the opposite view of the Carlisle case is recognized, with the 
comment that the Court’s opinion fails to distinguish between “accumu- 
lated income which is income under State law as well as tax law, and an 
increment of principal, which is income (capital gain) under tax law, but 
is not income under State law.” * 

Limited information from private sources relating to special rulings and 
audits of fiduciary returns indicates that the Commissioner is following 
the Carlisle decision with respect to capital gain as well as ordinary income. 
Although no case has been found expressly following the Carlisle case on 
the capital gain point, no disapproval has been judicially expressed.“ 

In Estate of Ralph R. Huesman * and in Rose J. Linde ** the Tax Court 
has held that income in respect of a decedent under section 126 cannot be 
the subject of a deduction under section 162 in the income tax return of 
the estate, because the item is corpus and not income. In neither opinion 
does the Tax Court refer to the Carlisle decision. In the Huesman case 
the estate was claiming a deduction apparently under any subsection of 


40 See discussion of this point in Murphy, Fiduciary Gains and Losses—An Income Tax 
Chameleon, 6 Tax L. Rev. 85, 96 (1950). 

411945 Cum. Buty. 241. The G.C.M. refers to S. F. Durkheimer, 41 B.T.A. 585 
(1940) ; Mabel I. Wilcox, 43 B.T.A. 931 (1941), aff'd, 137 F.2d 136 (9th Cir. 1943); 
Whitaker v. United States, 44 F.Supp. 484 (D. Wyo. 1941); Frazer v. Driscoll, 46 
F.Supp. 838 (W.D.Pa. 1942) ; Norris v. Glenn, 48 F.Supp. 673 (W.D.Ky. 1943). None 
of these cases dealt with capital gain but rather with income that became corpus. For 
the leading cases dealing with capital gain, see Burchenal vy. Comm’r, 150 F.2d 482 (6th 
Cir. 1945) and Weigel v. Comm’r, 96 F.2d 387 (7th Cir. 1938), concerned with section 
162(c), and stating that in order to obtain a deduction under that section the amounts 
involved must be paid or credited as income. The G.C.M. did, however, state that it 
should be inferred that Congress intended that section 162(b) “should be applied with- 
out regard to State law.” 

42 KENNEDY, FEDERAL INCoME TAXATION oF TRUSTS AND Estates 16 (Supp. 1951). 

43 The result in the Carlisle case should be the same even if it had been held that 
administration continued beyond 1942 until court approval of the distributions in Janu- 
ary, 1943. In that event, the 1942 income of the trust would have become payable in the 
first 65 days of 1943 and under section 162(d) (3) (A) would be considered as distributa- 
ble on December 31, 1942. 

4416 T.C. 656 (1951), aff'd on other grounds, 198 F.2d 133 (9th Cir. 1951). 

4517 T.C. 584 (1951) Nonacq., 1952 Int. Rev. Buty. No. 5 at 2 (1952). 
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section 162 that might appeal to the Court, while in the Linde case the 
Commissioner was relying on section 162(c) in order to attribute the 
income to a legatee. In support of the decisions of the Tax Court, it may 
be observed that section 126 presents a complete scheme for the treatment 
of the items specifically defined therein, including a provision setting forth 
the circumstances in which the distributee rather than the estate is taxable 
on the income. A superimposition of section 162 adds ambiguities and 
might well invite results not intended by Congress. In the Huesman case, 
for example, the fiduciary claimed a deduction under section 126(c) for 
the estate tax attributable to the section 126 item and also a deduction 
under section 162 for the amount of the item—two deductions total’ ag 
more than the item itself. In G.C.M. 24702,** dealing specifically with 
section 162(b) as amended by the Revenue Act of 1942, the section’s 
application is limited to income “other than income in respect of a dece- 
dent” by means of a parenthetical use of the words just quoted. The facts 
upon which the ruling was based, however, disclose the presence of no 
such item, so that the exclusion of section 126 income from the operation 
of section 162 is, in effect, Bureau dictum. A letter ruling issued in 1950 
states that capital gain realized by a trustee after the death of the life 
beneficiary of the trust should be deducted to the extent that it “is dis- 
tributed or distributable to the remaindermen.” ** 

It is submitted that the Carlisle decision is the present law on the sub- 
ject. The decision is in point in that the facts presented were capable of 
raising the issue of whether capital gains could become distributable in 
the circumstances ; the Court recognized and dealt squarely with the issue ; 
the Tax Court’s opinion reflects the same view and no other court has 
disapproved. 

There is little reason to think that the rule of the Carlisle case would 
not be applicable to the capital gains realized by our trust. The Carlisle 
decision does not, of course, determine that the event which makes the 
1952 capital gains distributable in our case is the death of the income 
beneficiary. An argument is available that in such a case the trust, con- 
tinuing while the trustee readies things for final distribution, should be 
treated like an estate in the process of administration at least as to the 


46 Supra note 39. No case or ruling has been found dealing with an item of income in 
respect of a decedent under section 126 in the final year of an estate. 

47 Letter of Aug. 16, 1950, signed by E. S. McLarney, Deputy Commissioner, 4 P-—H 
176,352 (1950). Section 117(b), dealing with the deduction for 50 per cent of long-term 
capital gain, implies that capital gains may constitute distributable income, but, of course, 
it has long been recognized that capital gains can be distributable as income if the trust 
instrument so provides. Amy H. DuPuy, 32 B.T.A. 969 (1935); see also Anna M. 
Chambers, Trustee, 29 B.T.A. 971 (1934), aff'd, 77 F.2d 95 (2d Cir. 1935). The example 
in the regulations under section 117(b) deals with such a trust provision. Reg. 111, Sec. 
29.117-2 (1943), as amended by T.D. 5951, 1952 Int. Rev. Buti. No. 26 at 32 (1952). 
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principal and principal transactions. In this view capital gain would not 
become distributable until the period required for distributing the fund 
had elapsed, with the result that capital gains would be considered dis- 
tributable only in the year of the final distribution ** or, in a proper case, 
during a period of winding up the trust deemed to have been extended 
beyond a reasonable time.** In view of the legislative history, however, 
which reveals the assumption on the part of the Senate Finance Committee 
that a beneficiary’s reaching a specified age would make accumulated in- 
come distributable under section 162(b) and a provision of the regula- 
tions under section 162(d) that the beneficiary’s prior death would have 
the same effect, it is difficult to credit an interpretation of the statute that 
would not give a similar effect to the death of the income beneficiary with 
respect to any other income that is capable of being distributable under 
section 162(b).°° The regulation relating to section 162(d) (2) contains 
the following explanatory paragraph: * 


As used in section 162, the term ‘income which becomes payable’ means 
income to which the legatee, heir, or beneficiary has a present right, whether 
or not such income is actually paid. Such right may be derived from the direc- 
tions in the trust instrument or will to make distributions of income at a 
certain date, or from the exercise of the fiduciary’s discretion to distribute 
income, or from a recognized present right under the local law to obtain income 
or compel a distribution of income. Income is not considered to become payable 
within the taxable year where during the entire taxable year there is only a 
future right to such income. For example, under valid terms of a trust instru- 
ment, income received by a trust during its taxable year is to be accumulated 
until the twenty-first birthday of the beneficiary (or his prior death) at which 
time the accumulated income is to be distributed to the beneficiary (or his 
estate, as the case may be). In such case, the income of the trust received in 
any taxable year prior to the taxable year of the trust in which the date of 
distribution occurs (the beneficiary’s 21st birthday or his prior death) is not 
income which becomes payable within such prior taxable year but is income 
which becomes payable in the taxable year of the trust in which the date of 
distribution occurs. In any case, income becomes payable at a date not later 
than the date it is actually paid for the use of the distributee. 


48 As applied to our trust, this view might mean that if funds were withheld to pay 
possible federal income tax on the capital gain, the withholding itself would delay final 
distribution and make the gain taxable to the fiduciary, while, if it were assumed that 
the gain was distributable, the final distribution without holding back the tax reserve 
would be the act that would make the assumption a reality. The same situation might be 
present in connection with the final distribution of an estate. It should be noted here 
that section 162(b) would undoubtedly apply to the final year of an accumulation trust 
even though the beneficiary reached the specified age or died so late in the year that 
distribution of the accumulated income could not as a practical matter be made before 
the following year. 

49 As in Leonard Marx, supra note 19. 
50 Sen. Rep. No. 1631, supra note 5, at 71, 72. See also letter ruling, note 47 supra. 
51 Reg. 111, Sec. 29.162-2(b). 
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It seems beyond dispute that under section 162(b) the distributable 
income, including the capital gain in our case, is not limited to that realized 
after the income beneficiary’s death but embraces, in the language of the 
statute, “the amount of the income of the estate or trust for its taxable 
year which is to be distributed currently” (italics supplied). Any other 
interpretation in this respect would be entirely inconsistent with the appli- 
cation of section 162(b) to accumulated income where the purpose ob- 
viously is to treat as distributable the income received prior to the date 
the beneficiary reaches the specified age or dies. This is not to say that 
there might not have been good reason for Congress to distinguish be- 
tween the case involving the death of an income beneficiary and the case 
in which the beneficiary for whom income is being accumulated reaches 
a specified age or dies, but it is submitted that such a distinction was not 
made. 

It is concluded, therefore, that the capital gains realized by our trustee 
during 1952 will be considered distributable income under section 162(b) 
and will, therefore, be included in computing the net income of the several 
beneficiaries in the proportions to which they are entitled. 


How WILL THE GAIN BE TREATED IN THE HANDS OF 
THE REMAINDERMEN ? 


Although there is no statutory provision declaring that distributable 
capital gain will retain its character as capital gain in the hands of the 
beneficiaries,°* such can be regarded as the law under the cases.** The 
cases are supported by a strong inference that such is the law in the pro- 
vision of section 117(b) to the effect that in computing the deduction of 
50 per cent of the net long-term capital gain in the case of an estate or 
trust, the fiduciary must exclude the capital gains includible by the bene- 
ficiaries under section 162(b) or (c). The inference has become irresist- 
ible in the light of the recently issued regulation interpreting the section, 
which contains an example of a deduction under sections 23(ee) and 
117(b) allowable to the income beneficiary of a trust.™ 


52 See section 126(a)(3) for an instance in which Congress made certain that the 
character of income received would be the same as it would have been had the decedent 
lived to receive it. 

58 Bessie B. Hopkinson, 42 B.T.A. 580 (1940), aff’d, 126 F.2d 406 (2d Cir. 1942); see 
also Merton E. Farr, 11 T.C. 552, 561 (1948). There appears to be as much justification 
for retaining the identity of capital gains as of tax-exempt interest or stock dividends. 
The Commissioner seems to have accepted the view that interest and stock dividends re- 
tain their identity in the hands of beneficiaries, although with respect to the latter he 
had respectable authority for taking a different position. McCullough v. Comm’r, 153 
F.2d 345 (2d Cir. 1946) ; letter ruling, 5 P-H [76,225 (1947). 

54 Reg. 111, Sec. 29.117-2, as amended by T.D. 5951, 4 P-H {76,455 (1952). 














Wuat DISBURSEMENTS WILL REDUCE DISTRIBUTABLE CAPITAL GAIN? 


It is well established that expenditures which are proper deductions are 
allowable against the gross income of a trust even though the corpus 
rather than the income bears the burden of the expenses under trust ac- 
counting.** Section 24(d), however, forbids the use of allowable deduc- 
tions to reduce the amount taxable to the income beneficiary if the deduc- 
tions are not charged against the income under local law.** The tax law 
attaches significance to the distinction between the principal and income 
accounts even after the life beneficiary dies and the remaindermen are 
thereupon entitled to receive everything, with the result that deductions 
charged to corpus will not reduce the ordinary income taxable to the life 
beneficiary’s estate and to the remaindermen.** In our example the net 
income (after commissions) of $12,740 (supra p. 322) is includible in the 
life beneficiary’s final income tax return; net income (after commissions) 
of $980 is includible in the income of the life beneficiary’s estate ; ordinary 
net income (after commissions) of $8,820 is includible in the income of 
the remaindermen. 

But the question remains whether the distributable capital gain is to be 
reduced by the deductions charged to corpus.°* The Carlisle case does not 
discuss this question, although it appears from the facts that a small at- 
torney’s fee allowed as a deduction and probably charged to corpus may 
have been allowed © to reduce the distributable capital gain. It is arguable 
that the expenses in our case, not being directly connected with the sales 
out of which the gains arose, are chargeable against the whole corpus and 


55 Bingham’s Trust v. Comm’r, 325 U.S. 365 (1945). 

56 See also Reg. 111, Sec. 29.24-8 (1943) ; I.T. 3830, 1946-2 Cum. Butt. 47. In such 
cases the deductions are worthless unless there is income which is taxable to the fiduciary. 

57 Bryant v. Comm’r, 185 F.2d 517 (4th Cir. 1950). 

58 Tt is assumed that the expenses of the sales reduce distributable capital gain. There 
should be no doubt about such expenses which are incurred directly in the production of 
the capital gain. 

59 “May have” is used because the facts are not reported fully enough to make the 
matter clear, and the item of fees involved was so small as to be of little consequence. In 
the fiduciary return the income items were dividends, $4,767.57; interest, $154.64 ; net capi- 
tal gain (50 per cent), $21,503.04; total $26,425.25; deductions: personal property taxes, 
$1,255.51; attorneys’ fees, $4,024.59; total $5,280.10, leaving net income shown as taxable 
to the fiduciary of $21,145.15. The Commissioner disallowed all but $460 of the attorneys’ 
fees for an undisclosed reason, and the disallowance was not contested. The Tax Court 
supported the Commissioner in attributing to the petitioner the net income of the estate 
as revised by the disallowance, to wit, $24,709.74. Theoretically, the attorneys’ fees al- 
lowed would not, if charged to corpus, reduce ordinary income, so that if permitted to 
reduce distributable income, the reduction would have to be from the capital gain. It is 
doubtful if this occurred to anybody in the trial and argument of the cases. The chances 
are that the attorneys’ fees were permitted to reduce the distributable ordinary income 
without contest by the Commissioner. 
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not only against that fraction of the corpus consisting of the capital gain. 
The expenses are such (except for the current New York capital gains 
tax) that they are payable whether or not the sales resulted in gains and, 
indeed, whether or not there were any sales. The result suggested is not 
ruled out by reason of the fact that the distributable income would exceed 
the net income of the trust, for there is no prohibition in the law against 
that.®° In some cases it will probably be observable that the sales of trust 
assets are made for the sole purpose of raising funds with which to pay 
the expenses, so that it can be shown that the proceeds containing the 
capital gain are devoted to the expenses and are never actually received 
by the beneficiaries. Such circumstances would provide the basis for an 
argument that the distributable capital gain should be reduced by the 
amount of the expenses.” In our case, however, the assets were liquidated 
in part to facilitate distribution and in part to realize cash to pay the ex- 
penses.°* No authority has been found on the point under discussion. 

In the interest of equitable administration of the statute it is to be hoped 
that neither the Commissioner nor the courts will interpret section 162(b) 
as requiring the taxation of the income in a way that will make unavail- 
able against the income the allowable deductions. 

Ordinarily, an expenditure which is chargeable against the income of 
a trust but is not in the category of allowable deductions will reduce the 
trustee’s deduction for the amount distributable to beneficiaries. The re- 
sult is that the beneficiaries are taxable only on the amount actually re- 
ceived by them, and the trustee has taxable income equivalent to the un- 
allowable deduction. If similar rules are to be applied in determining the 
amount of our trustee’s deduction for capital gain distributable to bene- 
ficiaries, it appears that $575 representing the disbursement on account 


60 See an extended discussion of numerous circumstances in which the distributable 
income of a trust may exceed the net income in KENNEDY, FEDERAL INCOME TAXATION 
or Trusts AND Estates 207 et seq. (1948). 

81 Cf., however, G.C.M. 10,423, XI-2 Cum. Butt. 127 (1932), ruling that capital gain 
realized by an estate in the process of administration was permanently set for charitable 
purposes under section 162(a), although the proceeds of the sales in which the gains 
were realized were used to pay expenses and to satisfy bequests. See also Estate of John 
E. Myra, 4 TCM 958 (1945). 

®2Tn our example an allocation, so to speak, of the expenses over the whole corpus 
would increase the distributable gain taxable to the remaindermen by an amount in ex- 
cess of $36,000, the capital gain being less than 5 per cent of the proceeds and the pro- 
ceeds being the entire corpus. 

68 Mary Helen Cadwalader, 27 B.T.A. 1078 (1933); Mary Hadley Case, 8 T.C. 343 
(1947) ; Luke W. McCrory, Trustee, 25 B.T.A. 994 (1932), aff'd, 69 F.2d 688 (5th Cir. 
1934). Of course, if the expenditure is made for the benefit of the income beneficiary, it 
will not reduce the income distributable to the beueficiary. Bergan v. Comm’r, 80 F.2d 
89 (2d Cir. 1935). 
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of 1951 federal income tax “ will remain undistributable and hence tax- 
able to the trustee. It is not clear, however, that such rules are applicable, 
for it would not necessarily follow that because the deductible expenses 
charged to corpus reduce the distributable capital gain, the federal income 
tax payment would have a like effect. The relation of the tax payment to 
the currently realized capital gain is not established except in point of 
time.® 

It might not be unreasonable to treat the payment as one chargeable 
against a reserve saved from the 1951 capital gain that gave rise to the 
income tax liability. That treatment would not be inconsistent with what 
would have apparently happened if there had been no capital gain in 1952, 
or if the life beneficiary had not died in 1952, though there would be no 
necessity from a trust accounting point of view of setting up a reserve 
against any particular item in the principal account, the amount simply 
being a corpus charge.” Taxation is alleged to be a practical matter and 
it would be wise for income taxes to be imposed in the light of sound trust 
accounting. The tax result should not, however, be based upon some ac- 
counting theory that has not actually been used. In respect of the item 
under discussion, the simple fact is that it has practically nothing to do 
with the 1952 capital gain, and for that reason alone the gain distributable 
to the beneficiaries should remain undiminished by it. 


How ts THE DepucTiOoN UNDER Sections 23(ee) AND 
117(b) ComputTep? 


In the Revenue Act of 1951 the method of taxing capital gains was sub- 
stantially revised.“ Among other things, net long-term gains are no longer 
taken into account in computing net income to the extent of 50 per cent; 
instead they are taken into gross income at 100 per cent and a deduction 
of 50 per cent is provided.®* The deduction is calculated on the amount by 
which the “net long-term capital gain exceeds the net short-term capital 
loss”; net long-term capital gain is the excess of long-term capital gains 
over the long-term capital losses and the net short-term capital loss is the 
excess of short-term losses over short-term gains.® Expenses not connected 


64 Supra at p. 322. 

65 It will be recalled that our trust keeps its accounts and reports for tax purposes on 
the cash basis, supra p. 323. If the accounts were on the accrual basis the question under 
discussion would apparently not arise, because the 1951 federal income tax would be a 
1951 item accrued before the year of the trust’s termination. 

66 This observation is related to the discussion supra, under the same heading, concerned 
with the treatment of deductible corpus charges as reductions of distributable capital gain. 
87 Revenue Act of 1951, Sec. 322, 65 Stat. 497 (1951). 

68 T.R.C. §§23(ee) and 117(b). 
69 T.R.C. §117(a). 
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with the sale of capital assets, although deductible in computing net in- 
come, will ordinarily not reduce the capital gain derived from the sales, 
e.g., for the purpose of the alternative tax under section 117(c). If in 
our example the capital gain were taxable to the trustee, it seems clear that 
the deduction under sections 23(ee) and 117(b) would be $41,000, i.c., 
50 per cent of ($85,000 gain, less $3,000 of sales expenses). Similarly, 
if the remaindermen must include $82,000 of capital gain in their gross 
income, the deduction allowable to them will clearly be $41,000. Section: 
117(b) provides, however, that 


In the case of an estate or trust, the deduction shall be computed by excluding 
the portion (if any), of the gains for the taxable year from sales or exchanges 
of capital assets, which, under section 162 (b) or (c), is includible by the 
income beneficiaries as gain derived from the sale or exchange of capital assets. 


If the expenses and New York capital gains tax totalling $38,000 properly 
reduce the distributable capital gain from $82,000 to $44,000, is the de- 
duction under sections 23(ee) and 117(b) allowable to the remaindermen, 
$41,000, i.e., 50 per cent of $82,000, or is it $22,000, i.¢., 50 per cent of 
$44,000? In the first case the amount remaining subject to tax in the 
hands of the remaindermen will be $3,000; in the latter case the amount 
will be $22,000. The amount in the first case, t.e., $3,000, represents what 
the taxable net income of the trustee would be if the capital gain were not 
treated as distributable to the remaindermen. 

There is no evidence that Congress thought about these possible differ- 
ent methods of computation. The regulation recently issued to interpret 
the section does not cover the point.” If the section is construed to mean 
that in our example, because of the expenses, only a portion of the capital 
gain is includible as such by the remaindermen, then a portion of the de- 
duction under sections 23(ee) and 117(b) will remain and be available to 
the trustee. In our case the trustee would get no benefit from the deduc- 
tion because the entire taxable income is treated as distributable under the 
rule of the Carlisle case." On the other hand, it is arguable that since 
none of the gain remains to be taxed to the trustee, section 117(b) should 
not be interpreted as preserving any of the deduction for the trustee. Per- 
haps it would follow, then, that the deduction belongs in full to the re- 
maindermen, since the statute reveals no disposition to eliminate entirely 


70 Reg. 111, Sec. 29.117-2. The example given in the regulation is an uncomplicated one, 
presenting no problem in the computation of the amount of distributable capital gain. 

71 Except to the extent that distributable income may be reduced by the expenditure for 
federal income tax discussed supra at p. 331. If the trust were terminated only in part 
and there were income taxable to the trustee, the deduction could be used to advantage 


by the trustee. 
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any portion of the deduction. There seems to be no answer to these 
questions at the present time. 


CONCLUSION 


It will be observed that the tax problems in connection with the termi- 
nation of our trust arose largely because the tax law insists upon the sepa- 
rate entity of the trust as a taxpayer and upon the distinction between the 
capital account and the income account. Criticism can be directed at this 
insistence as undesirable and unnecessary when the trustee is involved only 
in winding up the trust for the benefit of the remaindermen who are en- 
titled to receive both the principal and the income. Why should the tax 
law not treat the property as belonging to the remaindermen from the 
time that it is marked for distribution to them, e.g., the death of the life 
beneficiary? The income, the capital gains, the losses, the expenses, the 
deduction under sections 23(ee) and 117(b) all would follow the virtual 
owners of the trust property. 


1. Even in the comparatively simple case used as our example it is not 
clear that the criticism is well directed. The trust-property does not belong 
to the remaindermen; it has not been given to them as such. In the ab- 
sence of a specific provision in the trust instrument, they probably cannot 
demand the trust property in kind. They are entitled to a distribution of 
what remains after the trustee has properly completed the trust adminis- 
tration. The liquidation of assets and the payment of expenses are not 
undertaken on behalf of the remaindermen ; they are among the things the 
trustee must do to complete the duties placed upon him by the trust in- 
denture. It therefore does not appear that a disregard of the trust as a 
separate entity and hence as a separate taxpayer during the final year 
would rest upon the realities of the law of trusts. Similar considerations 
apply to estates where the treatment of the final year of administration as 
being something different from the previous years seems to be particularly 
artificial. 


2. Even if in some cases the distinction between the principal account 
and the income account loses major significance for trust or estate pur- 
poses, it does not necessarily follow that good administration of the tax 
law requires a change of rules for the final year of the trust or estate. On 
the contrary, the desirability of keeping the rules the same is appealing. 
And there are many cases, ¢.g., where a testamentary trust is created or 
where a trust is terminating only in part, in which the distinction between 
capital account and income account is of vital importance in accounting 
for the rights of the parties involved. 
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3. It is suggested that the Carlisle decision, though perhaps achieving 
the correct interpretation of section 162(b), reached an undesirable con- 
clusion in regard to the capital gain. The Congressional effort to change 
the rule as to the party taxable on the ordinary income for the final year 
of estates and accumulation trusts may not have been misdirected, but 
it was surely attacking a minor problem of tax administration. Courts 
should feel no compulsion to extend the scope of the 1942 amendment of 
section 162(b) to affect the taxation of capital gain and thus introduce 
confusion into an area where there is no hint of tax avoidance. If the 
conclusion of the Carlisle case can be avoided, the income taxable to the 
fiduciary and the income taxable to beneficiaries can be determined under 
fairly well understood rules that do not seem to be unfair to taxpayers or 
the revenue, and the difficulty of determining the deduction under sections 
23(ee) and 117(b) will be minimized. 
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Spin-Off Reorganization And The 
Revenue Act Of 1951 


HOWELL C. METTE 


Warn the enactment of section 317 of the Revenue Act of 1951,? 
which added sections 112(b) (11) and 113(a) (23) to the Code, taxpayers 
are once again given the benefits of the long desired “spin-off” provision. 
The Senate Finance Committee Report defines a spin-off as occurring :* 


. . when a part of the assets of a corporation is transferred to a new cor- 
poration and the stock in the latter is distributed to the shareholders of the 
original corporation without a surrender by the shareholders of stock in the 
distributing corporation. 


This controversial bit of legislation has had a long and interesting back- 


Hower C. Metre (A.B., Dickinson College; LL.B., Dickinson Law School; LL.M. 
in Taxation, New York University School of Law) is Professor of Taxation at Dickin- 
son Law School and Assistant Deputy Attorney General, Commonwealth of Pennsylvania. 

1 Pub. L. No. 183, 82d Cong., Ist Sess., Sec. 317 (Oct. 20, 1951): “(a) Distributions 
Not in Liquidation—Section 112(b) (relating to nonrecognition of gain or loss in the 
case of certain exchanges) is hereby amended by adding at the end thereof the following 
new paragraph: 

“(11) Distribution of stock not in liquidation—If£ there is distributed, in pursuance 
of a plan of reorganization, to a shareholder of a corporation which is a party to the reor- 
ganization, stock (other than preferred stock) in another corporation which is a party 
to the reorganization, without the surrender by such shareholder of stock, no gain to 
the distributee from the receipt of such stock shall be recognized unless it appears that 
(A) any corporation which is a party to such reorganization was not intended to con- 
tinue the active conduct of a trade or business after such reorganization, or (B) the 
corporation whose stock is distributed was used principally as a device for the distribu- 
tion of earnings and profits to the shareholders of any corporation a party to the 
reorganization.’ ” 

2 Sen. Rep. No. 781, 82d Cong., Ist Sess. 58 (1951). The applicable non-recognition 
provision for the transfer of the assets to the new corporation is section 112(b) (4), an 
exchange of property by a corporation a party to a reorganization for stock in another 
corporation a party to the reorganization. Compliance with the prerequisite that there 
be a “reorganization” is found in the definition in section 112(g¢)(1)(D), a transfer by 
a corporation of part of its assets, the shareholders of the old corporation being in control 
of the transferee immediately after the transfer. It would be difficult to comply with 
section 112(g)(1)(C), since the old company could not transfer substantially all its 
assets and remain in the active conduct of the business. “Substantially all” has been satis- 
fied by a transfer of as low as 71 per cent of the assets of the old company, but only 
when the old company is to be liquidated. Milton Smith, 34 B.T.A. 702 (1936); Nelson 
v. United States, 69 F.Supp. 336 (Ct. Cl. 1947), cert. denied, 331 U.S. 846 (1947). 
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ground, which provides an excellent example of the forces and processes 
by which tax law is forged. The wording of the statute and its practical 
value can be understood only in the light of its history. 


Evo.LuTion oF Section 112(b) (11) 


Section 202(b) * of the Revenue Act of 1918 contained the first Con- 
gressional recognition that the realignment of interests in a corporate re- 
organization was not a proper time to tax realization of gain. It allowed 
a tax-free exchange by a shareholder of his stock in a corporation for 
stock in another corporation pursuant to a plan of reorganization. Non- 
recognition did not apply, however, where a corporation distributed to 
its shareholders stock in another corporation to which it had transferred 
assets in a reorganization without the stockholders surrendering their old 
stock. Such a distribution is taxable, in the amount of the fair market 
value of the new shares, as an ordinary dividend to the extent that the 
old corporation has earnings and profits.* 

The use of a spin-off form of reorganization is the most direct and 
simple method of creating a new corporation to take unwanted assets 
from the parent corporation. Congress recognized this fact in enacting 
section 203(c) of the Revenue Act of 1924.° The House Report argued 
that the same result could be reached tax-free under then existing law by 
having corporation A transfer part of its assets to corporation B and the 
remaining assets to corporation C, and distributing B and C stock to 4 
shareholders in exchange for their A stock. Therefore the more direct 
method of transferring the assets to the new corporation and having A 
corporation distribute the new stock to its shareholders should also be tax- 
free.© This method involves more than an alternative way of achieving 
the same result, since there may be important considerations in having the 
old corporation remain in existence, such as charter advantages under 
state law or tax benefits held by the old corporation which are desired to 
be retained. 

An amendment to section 203(c) was proposed in the Revenue Act of 
1926 whereby a corporation owning a majority of stock in another cor- 
poration could distribute this stock tax-free to its shareholders even though 


340 Strat. 1060 (1918). 

* United States v. Phellis, 257 U.S. 156 (1921) ; Rockefeller v. United States, 257 U.S. 
176 (1921). 

5 43 Strat. 256, Sec. 203(c) (1924): “If there is distributed, in pursuance of a plan of 
reorganization, to a shareholder in a corporation a party to the reorganization, stock or 
securities in such corporation or in another corporation a party to the reorganization, 
without the surrender by such shareholder of stock or securities in such a corporation, 
no gain to the distributee from the receipt of such stock or securities shall be recognized.” 
6H. R. Rep. No. 179, 68th Cong., Ist Sess. (1924), 1939-1 (Part 2) Cum. Butt. 241. 











ther 
wou 
inte 
hist 
ful 


Rev 
it re 
tion 
of ¢ 
gain 
Hel: 
Uni 
whi 
thes 
The 


102 
112 
12] 
13 | 





1953] SPIN-OFF REORGANIZATION AND THE REVENUE ACT OF 1951 339 


there was no reorganization. This was proposed on the theory that there 
would be no income to the distributee until he sold the stock, since his 
interest in the assets remained the same.” In the light of the subsequent 
history of section 203(c) and other reorganization provisions, it is doubt- 
ful that any such provision will be seriously considered again.* 

All was well with the spin-off provision for some years after 1924. The 
Revenue Act of 1928 ° reenacted section 203(c) as section 112(g), and 
it remained in this form until 1934. By 1933 it became apparent that sec- 
tion 112(g) was being utilized by taxpayers as a device for the distribution 
of corporate earnings and profits with the payment of taxes at capital 
gain rates. The tax avoidance plan ultimately struck down in Gregory v. 
Helvering *° involved this section. Mrs. Gregory owned all the stock in 
United Mortgage Corporation. This corporation owned Monitor stock, 
which Mrs. Gregory desired to sell for cash. The corporation transferred 
these assets to a new corporation, Averill, and received back Averill shares. 
The Averill shares were distributed directly to Mrs. Gregory, supposedly 
tax-free under section 112(g). She liquidated Averill, paid a tax at capi- 
tal gain rates, and since the Monitor shares now had a basis equal to their 
value, sold the Monitor stock at no further gain. 

The Board of Tax Appeals upheld the taxpayer in her contention that 
the reorganization was valid and tax-free, on the ground that a statute so 
carefully drawn could leave little room for judicial interpretation.” In 
the hearings before the House Ways and Means Committee on the pro- 
posed revision of the reorganization provision, examples of tax avoidance 
through the reorganization provision were presented, including three spin- 
off reorganizations, and a recommendation was made to the Committee 
to abolish completely the reorganization provisions of the statute.’ The 
Congress, in response to these pressures,** along with a general contraction 
of the reorganization provisions, eliminated section 112(g) from the 
Revenue Act of 1934. The Supreme Court in its subsequent decision in 
the Gregory case also indicated its reaction to the use of the reorganization 
provisions as a tax avoidance scheme and established the business purpose 
doctrine as a judicial guard against further attempts to effect sales or 
distributions through tax-free reorganization. 


7 Sen. Rep. No. 52, 69th Cong., Ist Sess. (1926). 

8 See Program and Committee Reports, Section of Taxation, A.B.A. 37 (Sept. 48, 
1949). 

945 Strat. 818 (1928). 

10 293 U.S. 465 (1935). 

1127 B.T.A. 223 (1932). 

12 Hearings before Committee on Ways and Means, 73d Cong., 2d Sess. 63 (Dec. 1933). 
Py H. R. Rep. No. 704, 73d Cong., 2d Sess. (1934), 1939-1 (Part 2) Cum. Butt. 554, 
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Taxpayers, however, did not cease in their efforts to have a spin-off 
provision reenacted. The Magill Report in 1947 urged that a spin-off 
provision be enacted to allow the most logical method of creating a sub- 
sidiary tax-free.** The Revenue Revision Bill of 1948 ** contained a pro- 
vision to the same effect as the present section 112(b) (11) allowing tax- 
free spin-offs, but this bill failed to pass the Senate. The American Bar 
Association added its approval to a spin-off provision in 1949.*° A floor 
amendment in the Senate to the Technical Changes Bill of 1949 provided 
for the reenactment of the old section 112(g), but this was deleted by the 
Conference Committee. The Revenue Act of 1950 contained a spin-off 
provision as it now stands in section 112(b)(11), but this section was 
again eliminated in conference.*’ Passage was finally achieved in the Reve- 
nue Act of 1951, because it was felt that it was “economically unsound 
to impede spin-offs which break up business into a greater number of 
enterprises, when undertaken for legitimate business purpose.” ** 


STATUTORY OUTLINE 


The key to understanding the language and operation of section 112(b) 
(11) lies in the phrase in the Senate Finance Committee Report, “when 
undertaken for legitimate business purpose.” Section 112(b) (11) contains 
three specific statutory safeguards of that requirement. The stock which 
is distributed must be other than preferred stock; all corporations to the 
reorganizations must have been intended to continue the active conduct of 
the trade or business ; and the cerporation whose stock is distributed must 
not be used as a device to distribute earnings or profits of any corporation 
a party to the reorganization. These three safeguards overlap, and all 
three may become applicable in any given situation. 

The incorporation into the statute of the specifications for a tax-free 
spin-off may or may not be wise policy. The questions thus raised are not 
easily answered. In the first place, does the form of the statute indicate 
that Congress intended to incorporate by reference the case law on business 
purpose which has arisen under the reorganization provisions and thereby 
to allow the courts broad scope in their interpretation? Or by specifically 
enumerating these prerequisites, has Congress meant to say that the courts 
may look no further, thus repudiating much of the judicial legislation in 
the reorganization field? Does the statute express more or less than the 
requirements of the business purpose doctrine? 


14 Special Tax Study Committee Report, H. R. Doc. No. 523, 80th Cong., 2d Sess. 
19-21 (1948). 
15H. R. 6712, 80th Cong., 2d Sess., Sec. 128 (June, 1948). 
16 See note 8 supra, at 34. 
17 Sen. Rep. No. 2375, 81st Cong., 2d Sess. (1950). 
18 Sen. Rep. No. 781, 82d Cong., Ist Sess. 58 (1951). 
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The first step in complying with the statute is a “plan of reorganization” 
as defined in section 112(g)(1). There would seem to be little doubt that 
the step transaction problem, the continuity of interest doctrine, and “party 
to a reorganization’”’ problem are still present in so far as the first phase 
of a spin-off is concerned, i.¢., finding a “reorganization” in the transfer 
of assets from the old corporation to the new corporation. In determining 
whether there is first a plan of reorganization, in pursuance of which the 
stock has been distributed, is the court’s inquiry into business purpose 
limited to a literal reading of section 112(g) ? This may well be the situa- 
tion in the light of the recent evolution of corporate (as contrasted with 
shareholder) business purpose into “reorganizations of the kind with 
which section 112(g) in its purpose and particulars, concerns itself.” *° 
The problem is to a large extent academic, although in some of the material 
to be considered these questions could become important. 

The Magill Report, which first advocated the reenactment of a spin-off 
provision, in its consideration of the tax problem involved in corporate 
reorganization, urged that the requirements of a tax-free reorganization 
be set forth specifically in the statute : *° 


.... In our judgment no additional requirements are necessary or de- 
sirable. Indeed, if courts are to be free to insert additional requirements, no 
one can undertake a reorganization with assurance, since he cannot know in 
advance what the judicial requirements will be. 


The American Bar Association, however, considered that the specification 
of safeguards as contained in the proposed 1948 amendment was un- 
sound : ** 


It seems undesirable to incorporate specific safeguards in this subdivision of 
the statute when no corresponding provisions appear in other related statutory 
provisions. The enactment of such safeguards would leave spin-offs subject to 
the provisions incorporated in the subdivision and leave split-ups and split-offs 
and other types of reorganizations subject to other principles and limitations, 
thus setting up an undesirable and unnecessary difference or distinction. 

It is extremely difficult to formulate statutory language which will adequately 
express these judicially evolved safeguards without either restricting or ex- 
tending their scope. 


The Association’s proposal called for a statute similar to section 112(g) 
of the Revenue Act of 1932, with a strong Committee Report to indicate 
Congressional intent that spin-offs be subject to the judicially evolved 
safeguards in the reorganization area.” 


19 Bazely v. Comm’r, 331 U.S. 737 (1947). 

20 See note 14 supra. The Magill Report is also contained in the Hearings before Ways 
and Means Committee, 80th Cong., Ist Sess. (Dec. 1947). 

*1 See note 8 supra, at 35. ‘ 

22 Ibid. The statute as proposed by the American Bar Association would have required 
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STOCK OTHER THAN PREFERRED 


The first legislative restriction is found in the requirement that the dis- 
tribution be of stock other than preferred. This requirement is probably 
a reflection of the use of preferred stock bail-outs as a method of distrib- 
uting corporate earnings and profits.** The old corporation could transfer 
assets to the new corporation in return for common and preferred stock. 
The common stock could be retained by the corporation to insure control 
of the assets, and the preferred stock could be distributed to the share- 
holders for sale by them to outsiders at capital gain rates. The presence 
of a redemption feature would further facilitate the use of such a reorgan- 
ization. 

The statute does not define the term “stock.” ** If the elimination of 
preferred stock was intended to prevent so-called bail-outs, it would seem 
that either the absence of voting rights or a preference as to dividends and 
upon liquidation would cause the stock to be classified as preferred. The 
absence of voting rights would allow control to remain in the original 
shareholders, while preference as to dividends and upon liquidation would 
create a more readily marketable security. Either of these features alone 
is objectionable if the spin-off is not to be a tax avoidance device. 

Section 112(g) of the Revenue Act of 1928 allowed the distribution 
of stock and securities. Stock warrants qualified within that section,” 
but the later case of Helvering v. Southwest Consolidated Corporation” 
indicates that warrants are not to be considered stock. Problems may 
arise as to the presence of conversion features. The fact that preferred 
stock may be convertible into common would not bring it within the statute, 
since the nature of a security has been held to depend on present facts 
and not on the facts that might exist in the future.” It does not neces- 
sarily follow that common stock convertible into preferred will auto- 
matically qualify, if the facts show a prearranged plan to make a conver- 
sion, or if the conversion is within the control of the shareholders or the 
corporation.”* Any such plan would also have to pass muster under Clause 


that all of the new corporation stock be distributed, and the old corporation or its share- 
holders would have to be in control of the new corporation. 

28 Darrell, Recent Developments in Nontaxable Reorganizations and Stock Dividends, 
61 Harv. L. Rev. 958 (1948). 

24 Cf. ILR.C. §141(d). 

25 G.C.M. 2177, VI-2 Cum. Butt. 112 (1927) ; Edgar J. Hesslein, 21 B.T.A. 61 (1930). 

26 315 U.S. 194 (1942). 

27 Vermont Hydro-Electric Corporation, 29 B.T.A. 1006 (1934) ; Neville Coke & Chemi- 
cal Co. vy. Comm’r, 148 F.2d 599 (3d Cir. 1945). 

28 Pioneer Parachute Co., 6 T.C. 1246 (1946), aff'd, 162 F.2d 249 (2d Cir. 1947) 
where, looking at the actualities of the situation, the Court held that non-voting pre- 
ferred stock convertible into common stock was voting stock within the consolidated 
return provisions. 
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(B) of the statute, pertaining to the use of reorganization to distribute 
corporate earnings and profits. The report of the American Bar Associa- 
tion regards the prohibition of use of preferred stock as unfortunate and 
futile, because the new corporation may later issue a tax-free stock divi- 
dend of preferred on common.”* This view disregards the bearing of the 
Bazely case on preferred stock dividends when there is a contemplated 
sale of the stock received. Such a dividend was recently held taxable in 
the Chamberlin decision.*° 


CONTINUING THE ACTIVE CONDUCT OF THE BUSINESS 


Clause (A) of section 112(b) (11) denies tax-free status to a distribu- 
tion if it appears that any corporation a party to the reorganization was 
not intended to continue the active conduct of a trade or business after 
the reorganization. This requirement indicates that the statute might im- 
pose more stringent requirements than those of the business purpose doc- 
trine as developed in case law, since, although liquidation of one of the 
corporations is a damaging factor in “business purpose” cases,” the courts 
have found business purpose to exist even when one corporation was im- 
mediately liquidated.** Had the prohibition been directed solely to the new 
corporation’s continuing in the business, it might have come closer to 
incorporating the business purpose doctrine, since in the cases recognizing 
a valid reorganization where one company liquidates, it is the old cor- 
poration that does so. Now both corporations must remain in the active 
conduct of business. This prevents an arrangement (the reverse of that 
in the Gregory case) where the operating assets are transferred to the 
new corporation and the assets which are to be distributed are retained in 
the old corporation, which is then liquidated.* 


29 See note 8 supra. . 

8018 T.C. 164 (1952), appeal pending, 6th Cir., note 23 supra, at 967. 

31 The Court in Gregory v. Helvering stresses this point [293 U.S. 465 at 470 (1935) ]. 
Early cases on business purpose indicate that this factor was alone controlling. Consider 
Judge Hand’s statement in Chisholm v. Comm’r, 79 F.2d 14, 15 (2d Cir. 1935): “Had 
they really meant to conduct a business by means of the two reorganized companies, they 
would have escaped whatever other aim they might have had whether to avoid taxes, or 
to regenerate the world.” Later cases have, however, broadened the scope of business 
purpose inquiry, although not specifically referring to the tests as being of business pur- 
pose, ¢.g., Bazely v. Comm’r, 331 U.S. 737 (1947). Clause (B) of section 112(b) (11) 
reflects this broadening. 

82 Estate of John B. Lewis, 10 T.C. 1080 (1948), aff'd, 176 F.2d 646 (1st Cir. 1949) ; 
Helvering v. Schoellkopf, 100 F.2d 415 (2d Cir. 1938), where Judge L. Hand cited to 
the same effect two spin-off cases, Helvering v. Winston Bros. Co., 76 F.2d 381 (8th Cir. 
1935) and Gross v. Comm’r, 88 F.2d 567 (5th Cir. 1937). The latter case specifically 
avoided mention of the Gregory case. See also Nelson v. United States, 69 F.Supp. 336 
(Ct. Cl. 1947), cert. denied, 331 U.S. 846 (1947) (a spin-off case). 

88 North American Utility Securities Corp., 36 B.T.A. 320, 324 (1937), decided after 
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Clause (A) as written contains two phrases over which litigation may 
be expected. In the first place, the test of continuance is one of intention. 
Was the new company intended to continue the active conduct of the busi- 
ness? In Lea v. Commissioner ** the taxpayer held stock in two corpora- 
tions, Sperry Development and Sperry Research. A sale of Research was 
planned by the taxpayer, but the purchaser desired certain patents held 
by Development. To facilitate the sale, these patents were transferred to 
Patent Corporation rather than have Development declare a dividend to 
the taxpayer. The stock of Patent was then (January 19, 1929) distrib- 
uted to the taxpayer as a shareholder of Development. The purchaser then 
decided that it would have a low basis for the patents if it were to purchase 
the stock of Patent, so it asked to purchase the assets directly. Accord- 
ingly the taxpayer on January 21, 1929 liquidated Patent Corporation, 
paid a capital gains tax, received the assets, and sold them to the purchaser 
at no further gain. 

The Commissioner attempted to disregard the reorganization and tax 
the distribution of the assets as an ordinary dividend. The Court held 
the transaction to be a reorganization and the distribution of stock to fall 
within section 112(g) of the 1928 Act, because regardless of the short 
life of the new corporation, there was no intention to liquidate the Patent 
Corporation when it was formed; the dissolution was effected at the in- 
stance of the purchaser ; and the original purpose was to operate a corpo- 


ration whose business was to hold patents. This case indicates the extremes | 


of the possible situations under the new Act, since here the taxpayer was 
able to convince the Court that there had been no previous intention to 
liquidate even when liquidation was virtually immediate. 

In Cogan v. Commissioner * the new company received bonds and other 
liquid assets and was liquidated several months later. The Court refused 
to find an original intention to continue the new corporation as an invest- 
ment corporation and stated that what was subsequently done belied the 
claimed change of plans. The receipt of the new company’s stock was 
taxed as an ordinary dividend. 

If the test is one of intention, the mere passage of time would seem to 
be immaterial, except for evidentiary purposes.*° If the parties contem- 
plate liquidation and the distributee immediately sells the stock he receives 
and the purchaser liquidates the corporation, the distributee would have 
to be held accountable for the liquidation as to the status of the stock in 


the Gregory case but without referring to it: “We find no authority for holding that 
112(g) is not applicable where a reorganization is part of a plan of liquidation.” 

8496 F.2d 55 (2d Cir. 1938). 

85 36 B.T.A. 639 (1937), aff'd per curiam, 97 F.2d 996 (2d Cir. 1938). 

86 Robert Campbell, 15 T.C. 312, 320 (1951). 
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his hands. Such a rule would be necessary to prevent the sale from defeat- 
ing the plan of the statute. But on the other hand, if the distributee is 
unaware of any contemplated liquidation on the part of the purchaser, or 
if there is a change in the purchaser’s plans, the distributee should not be 
held accountable for liquidation by the purchaser.* 

The second question which is raised by Clause (A) is what is meant 
by continuing “the active conduct of a trade or business.” There would 
be little question when operating assets are transferred and these assets 
are operated thereafter by the new corporation. But if the assets consist 
of real estate or liquid securities unconnected with the old company’s busi- 
ness, the new company’s status becomes more doubtful. 

If the assets consist of stock in an organized subsidiary, even to the 
extent of a minority interest, the transaction on this score is within the 
purview of the statute according to the Senate Report.** In Bremer v. 
White *° General Electric Company held stock of various public utilities, 
but not controlling shares. It desired to distribute these securities and for 
that purpose organized a new corporation to which the utilities’ stocks 
were transferred. The new company’s stock was distributed to General 
Electric shareholders. The Commissioner claimed the taxpayer’s receipt 
of the stock was tax-free under section 203(c) ; hence that it was neces- 
sary to apportion the basis of his General Electric stock between the 
General Electric stock and the new company stock. The Court held that 
the distribution was in pursuance of a plan of reorganization and tax-free. 
It found that General Electric had a valid reason to distribute the shares 
since they were unrelated to its business, and that by holding the un- 
wanted stock the new corporation “continued to function as a corporation 
exercising its corporate powers.”’ The Court distinguished Gregory v. 
Helvering on the basis that no evidence was introduced that the new 
company was liquidated. 

Proceeding to more liquid assets, there is some evidence of Congres- 
sional intent that the nature of the assets is in and of itself not controlling 
as to “active conduct” problems or the application of Clause (B).*° In 
Cogan v. Commissioner the assets consisted of bonds, transferred for the 
avowed purpose of removing assets from the old corporation before enter- 
ing into contracts involving possible liability for property damage. The 
Court indicated that the distribution of the new stock would have been 


87 [bid. at 318, 321. 

88 Sen. Rep. No. 781, 82d Cong., 1st Sess. 58 (Sept. 18, 1951). 

89 Bremer v. White, 10 F.Supp. 9 (D. Mass. 1935). 

40 Statement of Senator Johnson on H. R. 5268, Conc. Rec. 13242 (Sept. 16, 1949): 
“... it is not intended that the mere fact that assets spun off consist of stock or securi- 
ties will prevent the application of the amendment. Valid reasons frequently exist for 
segregation of such assets in corporate form rather than their direct distribution.” 
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tax-free, except for the fact that the new corporation was liquidated al- 
most immediately,** thus intimating that the holding of investment assets 
may be considered active conduct of trade or business. 

Clause (A) requires the continuance of the active conduct of “a trade 
or business,” not “the” trade or business, which would indicate that the 
business of the new corporation need not be related to that of the old 
corporation. This situation occurred in Bertha Bailey.** There the old 
corporation (Manufacturing Company) was engaged in manufacturing 
and had among its assets accounts receivable from its principal share- 
holder (Bailey). To improve its credit position, these accounts were trans- 
ferred to Reyburn Company in return for Reyburn stock, which was dis- 
tributed to Manufacturing Company shareholders allegedly tax-free under 
section 112(g). These accounts were then eliminated by the transfer of 
an office building from Bailey to Reyburn. In answer to the Commis- 
sioner’s contention that the case came within the Gregory principle, the 
Board answered, “Whether the holding of the Bailey notes was such a 
purpose or not, the ownership and operation of the office building which 
it proposed to and did purchase from Walter C. Bailey was.” “* 

Thus it may be possible for a corporation with an accumulation of 
liquid assets to transfer these assets to a new corporation which will invest 
them in real estate or other ventures, the old company distributing the 
stock to its shareholders. Whether the Commissioner can successfully 
claim that such a transaction falls within Clause (B) as a device to dis- 
tribute earnings and profits is another matter.** However, a corporation 
may have large amounts of liquid assets and no accumulated earnings or 
profits because of current dividends, and face a section 102 problem as to 


the propriety of retaining future earnings because of the cash or securities | 


on hand. A spin-off would enable the corporation to distribute the liquid 
capital tax-free in the form of new stock and continue to accumulate cur- 


41 Note 35 supra, at 644. 
42 37 B.T.A. 647 (1938). 


43 Ibid. at 654. This case also stands for the proposition that the nature of the assets | 


is not per se determinative of non-compliance with section 112(b) (11). 

44 See Rufus Riddlesbarger, 16 T.C. 820 (1951). That case involved a split-off, which 
is the same as a spin-off, except that the shareholder gives up a portion of his stock in the 
old company. The Bureau has always considered this to be the same as a spin-off and 


hence taxable. The old corporation held stock of a subsidiary which owned real estate. The | 


real estate was transferred to the parent as a dividend and transferred to a new corpora- 
tion, whose stock was given to the taxpayer in a section 112(b)(3) exchange. This was 
held to be taxable as an ordinary dividend to the taxpayer because the real estate repre- 
sented one-half of the accumulated earnings and profits of the old company. The segre- 
gation was desired because of the fear of section 102 liability of the old company and 
because of the desire to acquire new building sites. The Seventh Circuit Court of appeals 
reversed it, finding a valid business purpose. The accumulated earnings and profits were 
held to be immaterial. Riddlesbarger v. Comm’r, 200 F.2d 165 (7th Cir. 1952). 


; 


| 
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rent earnings, while the shareholders would have their money at work or 
at least stored away in the new company. Unless the Commissioner can 
claim there is no “plan of reorganization” because section 112(g) does 
not include in its definition a transfer to circumvent section 102, the trans- 
action would fit within section 112(b)(11). This brings us once again 
to the question: how far does the enactment of specific requirements 
restrict the Commissioner in seeking judicial safeguards? 


PRINCIPALLY A DEVICE TO DISTRIBUTE EARNINGS OR PROFITS 


Clause (B) contains the third, and perhaps most nebulous, of the three 
legislative safeguards. The corporation whose stock is distributed cannot 
be used principally as a device for the distribution of earnings and profits 
to the shareholders of any corporation a party to the reorganization. The 
language suggests three possible interpretations, two of which are indi- 
cated by recent Tax Court decisions. It may mean that the mere presence 
of earnings or profits in the old company will make the stock distribution 
taxable as a dividend. Such an interpretation would render the section of 
little practical value. 

A middle view is represented by the Riddlesbarger *° decision. There 
the presence of large accumulated earnings overshadowed the taxpayer’s 
explanation that the split-off of real estate into a new corporation and ex- 
change of old for new company stock involved were necessary to acquire 
building sites for future development of additional products of the old 
company. The Tax Court applied a net effect test, and found that what was 
done could have been achieved by a dividend: *° 


An analysis of the end results of the completed transaction further demon- 
strates to our satisfaction that the net effect of the purported ‘reorganization’ 
was for all practical purposes the same as a distribution of a substantial part 
of the accumulated earnings and profits of the parent which were at the time 
available for distribution to the stockholders as ordinary dividends. 


In Bazely v. Commissioner the Supreme Court passed over any men- 
tion of business purpose and indicated that in reorganization cases the 
test of validity is whether or not the exchange or distribution is substan- 


tially equivalent to a dividend.** If such is the case with section 112(b) 


45 Rufus Riddlesbarger, 16 T.C. 820 (1951), rev'd, 200 F.2d 165 (7th Cir. 1952). 

4616 T.C. 820, 838 (1951). 

47“Tn the case of a corporation which has undistributed earnings, the creation of new 
corporate obligations which are transferred to stockholders in relation to their former 


| holdings, so as to produce, for all practical purposes, the same result as a distribution of 
| cash earnings of equivalent value, cannot obtain tax immunity because cast in the form 
| of a recapitalization-reorganization.” 331 U.S. 737, 742 (1947). 
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| 


(11), accumulated earnings or profits in any amount will be hard to ex- | 


plain away. 

Taxpayers will no doubt take refuge in the fact that the spin-off must 
be used “principally as a device for distribution of earnings and profits.” 
Thus, if any plausible reason for the spin-off can be found, the fact that 
it incidentally serves to distribute earnings or profits is immaterial, or so 
taxpayers will argue. Such has been the result under section 129 relating 
to acquisition made by a corporation when the “principal purpose’’ is to 
avoid taxes. Due mainly to the “principal purpose” element, the Com- 
missioner has not won a single case under this section, even when the 
business reasons advanced were highly artificial.“* In Alcorn Wholesale 
Co. the Court said: *° 


But even assuming that tax avoidance was one of the purposes of the reorgani- 
zation, our only inquiry under section 129, Internal Revenue Code, is whether 
tax evasion or avoidance was the ‘principal purpose’ of the reorganization. 


An excellent example of the possible applications of these interpretations 
is to be found in Coca-Cola Co. v. United States.°° The taxpayer owned all 
the stock of two subsidiary corporations, Canadian, which had a large sur- 
plus, and Rahawa, which needed operating capital. Canadian transferred 


stock in the taxpayer and United States bonds to Rahawa, and Rahawa | 


transferred its own stock to Canadian, which distributed the Rahawa 
stock to Coca-Cola, its sole shareholder. The Commissioner contended 
that this was in effect a dividend from Canadian to Coca-Cola. The Court 
however held it to be within section 112(g) of the Revenue Act of 1928, 
because it was carried out to transfer assets among corporations and there 
were no dummy corporations, which factors removed it from the scope of 
the Gregory case. Under the test of being substantially equivalent to a 
dividend, the Commissioner would win under section 112(b) (11), be- 
cause the same result could have been achieved by a dividend, and tax 


avoidance is the only purpose for such an involved transfer. An approach | 


along the lines of section 129 would defeat the Commissioner, because the 
principal purpose was to tratsfer capital from one corporation to another, 
and the fact that tax avoidance may have dictated the method did not make 
the spin-off principally a device to distribute earnings and profits. 


48 Ekman, What Has Happened under Section 129; What May We Expect? in Pro- 
CEEDINGS OF NEw York UNIveERSITty ScHoot oF LAw TENTH ANNUAL INSTITUTE ON 


FEDERAL TAXATION 1231 (1951) ; Jensen, Tax Effect of Splitting a Corporation into Two | 


or More Units, 92 J. Accountancy 294 (1951). 

49 16 T.C. 75, 89 (1951) ; see also Berland’s Inc., 16 T.C. 182 (1951) ; Chelsea Products, 
Inc., 16 T.C. 840 (1951). Reg. 111, Sec. 29.129-3 gives the definition of principal purpose 
as being when “the purpose to evade or avoid Federal income or excess profits tax exceeds 
in importance any other purpose.” 
50 47 F.Supp. 109 (Ct. Cl. 1942). 
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Evidential factors of such a purpose would include the history of the 
dividends and the earnings and profits account, the nature of the assets 
transferred to the new corporation, and, most important, what the dis- 
tributee does with his stock. That this will be a significant factor in indi- 
cating a plan to distribute earnings and profits is evidenced by Bureau 
policy in the preferred stock “bail-out” area. A prearranged sale of stock 
in such a reorganization, or a sale which occurs soon enough after the 
distribution to indicate that it was part of the same transaction, will be 
sufficient to cause the assertion of a dividend tax on the distribution.™ 
There is no reason why such a policy would not carry over into the spin- 
off area. A floor amendment specifically prohibiting the sale of stock 
received in the spin-off for three years was defeated in the Senate.°? The 
variations of this factor range from an arrangement which legally obli- 
gates the distributee to sell before the distribution is made to a gift made 
by the distributee some time after the distribution. Under the old section 
112(g) the Board showed little hesitation in striking down a spin-off dis- 
tribution when the sale of stock by the distributee was contemplated as 
part of a plan whereby a corporation sold assets without tax to itself and 
with only capital gain tax to the shareholders on the sale of their stock. 
In that case the assets to be sold were transferred to a new corporation, 
whose stock was distributed to the old company’s shareholders. The share- 
holders immediately sold this stock to the prospective purchaser. The 
Court, in holding the receipt of the stock by the shareholders taxable, noted 


51 DARREL, CORPORATE REORGANIZATIONS AND READJUSTMENTS 19-21 (Practising Law 
Institute, 1949). The Bureau has refused to enter into closing agreements in such cases. 
In C. P. Chamberlin, 18 T.C. 164 (1952) the Tax Court held taxable as an ordinary divi- 
dend a distribution of preferred on common stock. The stock received was sold two days 
after the distribution, pursuant to detailed negotiations made prior to the dividend. The 
Court said that with such a predetermined purpose, the dividend was not a true stock 
dividend made in good faith within the meaning of the prior Supreme Court decisions, 
and that the distribution altered the proportionate interest of the shareholders, the test 
laid down in those decisions. The Chamberlin rule should be contrasted with the recent 
Tax Court decision in the case of Chester E. Spangler, 18 T.C. No. 123 (1952). That 
case involved a split-off, whereby A company transferred assets to B company in return 
for B company stock. The B company stock was then distributed to the 4 company share- 
holders in exchange for one-half of the A company stock held by them. The Tax Court 
refuted the contention that a split-off was more akin to a spin-off, which involved a 
taxable dividend to the shareholders at the time of the transaction, than a split-up, a 
tax-free reorganization, even after the repeal of the old section 112(g). The pertinent 
point in the case is that after the old company had been divided into the old and new 
companies, the shareholders sold the stock of both companies to different purchasers. 
The Tax Court opinion is silent on this point, but the finding of facts makes it clear 
that the Court could find no intention to sell the stock at the time of the reorganization. 

5297 Conc. Rec. 12459 (Sept. 27, 1951). 

58 Robert R. McCormick, 33 B.T.A. 1046 (1936). 
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the transparency of the whole plan and stressed the prearranged sale of 
stock by the distributees.™ 

Although sale of the stock is certainly indicative of a device to distribute 
earnings and profits, it should not be over-emphasized. The taxable event 
under section 112(b) (11) is the distribution and not the later sale of the 
stock, regardless of its evidentiary importance. Therefore, as pointed out 
in the concurring opinion of Judge Opper in the Chamberlin case, the 
possibility of and not the actual sale should control. A shareholder may 
cause his corporation, which has large accumulated earnings and profits, 
to spin-off some of these assets and distribute the new stock to him. There 
may be no evidence of a present intention to sell the stock, or the share- 
holder may hope to hold the shares for an indefinite period of time in order 
that a security may be available for quick sale by his estate upon his death, 
since the stock would then acquire a stepped-up basis equal to its fair 
market value at death. The distributee may not sell the stock until many 
years later and not come within section 112(b)(11) because there was 
no immediate sale. Yet these would seem to be as much devices to dis- 
tribute earnings and profits as in the Chamberlin situation. On the other 
hand, a spin-off when negotiation for the sale of the stock has taken place, 
may be quite legitimate and yet be struck down because of over-empha- 
sis upon what the distributee does with his stock. 

It must be remembered that in enacting section 112(b) (11) Congress 
intended definite practical benefits for taxpayers in the area of splitting 
corporations. A taxpayer may wish to sell one aspect of a corporation 
the stock of which he owns. He can sell one-half the stock of the whole 
entity and receive capital gain treatment, and it may be argued that Con- 
gress now intends him to be able to split the entity and sell the severed 
part completely in the form of stock ownership, with only one tax at 
capital gain rates, providing it is not a disguised sale of assets. There- 
fore, the prearranged disposition of the stock received in such a case should 
not alone attract a dividend tax. This focusing of attention upon the 
disposition of stock received in a normally tax-free distribution opens up 


54 A prearranged contract for the sale of the stock received may defeat a tax-free spin- 
off at its inception, since section 112(g)(1)(D), the definition section under which most 
tax-free spin-offs are carried out, requires that the transferor or its stockholders be in 
control immediately after the transfer of the assets from the old corporation to the new 
corporation. If such control immediately after the transfer is lacking, there would be 
no “reorganization” for section 112(b)(11) to apply. A prearranged sale of more than 
20 per cent of the stock would cause the transaction to be viewed as a whole, and there 


would be no control immediately after. The gain to the corporation on the exchange, if, 


any, would be recognized and the shareholders would receive a taxable dividend upon 
the distribution. S. Klein on the Square, Inc. v. Comm’r, 188 F.2d 127 (2d Cir. 1951), 
cert, denied, 342 U.S. 824 (1951); Bassick v. Comm’r, 85 F.2d 8 (2d Cir. 1936), cert. 
denied, 299 U.S. 592 (1936) ; Case v. Comm’r, 103 F.2d 283 (9th Cir. 1939). 
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a new field of unanswered questions, such as the status of the distribution 
when negotiations for sale are entered into after a dividend, or when only 
some of the shareholders receiving the new stock dispose of it. 


Tax AVOIDANCE PLANS INVOLVING SPIN-OFFS 


Most of the tax avoidance schemes utilizing section 112(g) of the 
Revenue Act of 1932 involved the distribution of accumulated corporate 
earnings at capital gains rates (Gregory v. Helvering) or a sale of cor- 
porate assets with the payment of only one tax on the shareholders at 
capital gain rates (Robert McCormick). 

In Sam Pickard *° an attempt was made to use spin-offs to postpone any 
taxation of gain on a sale. The taxpayer owned stock in a radio station 
for which he had found a purchaser who did not mind purchasing the 
station stock in the form of stock of a corporation owning the stock. Hold- 
ing Company was organized, and the taxpayer transferred the station 
stock to Holding in return for one-half of Holding Company stock, sup- 
posedly a tax-free incorporation under section 112(b) (5). Holding Com- 
pany borrowed $170,000 from a bank and bought government bonds. 
Sampick Company was organized, and the bonds were transferred to it 
in return for Sampick stock. Holding Company distributed the Sampick 
stock to the taxpayer as shareholder of Holding Company as a distribution 
pursuant to a plan of reorganization, purportedly tax-free. Holding Com- 
pany then sold the station stock to the purchaser for $170,000, and Hold- 
ing Company paid off the bank loan. The taxpayer sold the other one-half 
of Holding stock to the purchaser for $5,000. The net result, as the 
taxpayer contended, was that he had made a present sale of assets with no 
gain until such time as he sold Sampick stock or liquidated the corpora- 
tion. The Commissioner was sustained in his imposition of a tax on the 
distribution of Sampick stock by Holding Company stock as a dividend, 
because: (1) there was no business purpose in the reorganization; (2) 
there was no continuity of interest by the taxpayer in Holding Company 
because of the contemplated sale of Holding Company stock; and (3) 
on the broad theory that this constituted a single transaction of sale of 
assets. 

Again, if the Commissioner is: to be restricted to the specifications of 
the present section 112(b) (11), the taxable event would have to be the 
original section 112(b)(5) transfer of assets, on the basis that there is 
no control in the transferor immediately after the transfer or on a broader 
“single transaction” theory.°® Section 112(b)(11) would be satisfied if 


55 40 B.T.A. 258 (1939). See also Hendee v. Comm’r, 98 F.2d 934 (7th Cir. 1938). 
56 Electrical Securities Corp. v. Comm’r, 92 F.2d 593 (2d Cir. 1937), involving a sale 
of assets through use of reorganization provisions. 
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read literally, since both companies could remain in business, and neither 
company would have earnings or profits to distribute. If under this sec- 
tion the Commissioner raise the objection that there is no “plan of re- 
organization,” the transaction would fall because of the lack of business 
purpose or continuity of interest (the transferor starts out with assets 
and ends up with stock in a corporation owning bonds), and the tax could 
be imposed upon the distribution of the stock. 

A spin-off also presents possibilities for tax-free basis manipulation.” 
Section 317(b) of the Revenue Act of 1951 added section 113(a) (23) to 
the Code, providing that in a tax-free distribution of stock under section 
112(b) (11), the basis of the old stock is allocated between the new and 
old stock under regulations prescribed by the Secretary. The present 
regulations prescribe an allocation based on fair market value for stock 
distributed in a tax-free spin-off from 1924 to 1934.°* 

Consider a corporation owning two pieces of realty, Blackacre with a 
basis of $10,000 and a fair market value of $100,000, and Whiteacre with 
a basis and value of $100,000. 7, the sole shareholder, has a basis for 
his stock of $110,000, received in a section 112(b)(5) incorporation. 
Blackacre is transferred to a new corporation, and all the stock of the 
new corporation is transferred to 7, tax-free under section 112(b) (11). 
The fair market value of both the new and old stock is $100,000, so the 
basis of the old stock must be allocated equally between old and new 
stock, or $55,000 each. T may now sell the new stock for $100,000 at a 


gain of $45,000, as compared to a potential gain of $90,000 to the cor- | 


poration on the sale of a low-basis asset. Such a juggling of basis would 
probably be struck down by the courts and the Commissioner, but on what 
theory is another problem. If there are earnings and profits in the old 
corporation, there are good grounds for saying there has been a distri- 
bution of earnings or profits. However, if the old corporation had not 
realized any profits in holding the assets, the transaction could not be a 
device to distribute the earnings or profits, and again section 112(b) (11) 
literally read is satisfied. The tax might be imposed on the old corpora- 
tion when it transfers the assets to the new corporation, because there is 
no business purpose and hence no “reorganization” under section 112 


(g)(1)(D). Whether a tax could then be imposed upon the distributee | 


depends on the extent to which the courts will look beyond the specifica- 


tions of section 112(b)(11) in finding a plan or reorganization within 


section 112(g)(1). The old corporation would have earnings and profits 
from the transfer, and the Commissioner could proceed on the theory 


57 See Sandberg, The Income Tax Subsidy to “Reorganization,” 38 Cor. L. Rev. %, 


119 (1938). 
58 Reg. 111, Sec. 29.113(a) (12)-1. 
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that the distribution to T was a device to distribute these earnings and 
profits. 


EFFECT OF A SPIN-OFF ON EARNINGS AND PROFITS—SANSOME DOCTRINE 


If the distribution of the stock of the new company is made with 
the blessings of section 112(b) (11), the earnings and profits of the old 
company are not diminished, because the shareholder has no recognized 
income upon the distribution.*® A proportionate part of the earnings and 
profits of the old company must be transferred to the new company and 
become available for future distributions by the new company under sec- 
tion 115(a) and (b).® Should section 112(b)(11) be inapplicable to 
the distribution by the old corporation, the distribution constitutes a dimi- 
nution of the earnings and profits of the old corporation without the ne- 
cessity of carrying over to the new corporation with the transferred assets 
any of the earnings or profits of the transferor, under the rule of the 
Sansome case.** 


CONCLUSION 


Too much water has gone over the tax dam since 1924 for anyone to 
expect that the courts will be hindered by the precise language of section 
112(b)(11) in upsetting tax avoidance schemes or in upholding legiti- 
mate business transactions involving spin-offs. Much can be said both 
for an exact statutory formula or for a broad statutory outline to be 
filled in by the courts in reorganization cases. It does seem unfortunate, 
however, that one facet of the problem, involving the distribution of stock 
received in a reorganization, has apparently been framed in an exact for- 
mula, while the broad pattern upon which section 112(b)(11) has been 
superimposed has been left unchanged. In such a situation all one can 
do is speculate upon its meaning and its effect on other phases of corporate 
reorganization. 


59 T.R.C. §115(h); Reg. 111, Sec. 29.115-11. 

60 Comm’r v. Sansome, 60 F.2d 931 (2d Cir. 1932), cert. denied, 287 U.S. 667 (1932) ; 
Estate of McClintic, 47 B.T.A. 188 (1942); Stella K. Mandel, 5 T.C. 684 (1945). 

61 Samuel Slover, 6 T.C. 884 (1946). 
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Pyramiding Income In Changing From 
A Cash To An Accrual Method 
Of Accounting 


DANIEL R. DIXON 


cn is a distinction with a difference between the “method of report- 
ing” and the “method of accounting.” The method of accounting properly 
refers to the method of keeping the books of the taxpayer. When a tax- 
payer is faced with the necessity of changing from a cash to an accrual 
method of reporting, whether the change is caused by act of the Commis- 
sioner or by voluntary act of the taxpayer, it may find itself faced with 
an actual or potential deficiency produced by certain so-called “pyramiding 
adjustments.” These pyramiding adjustments consist principally of in- 
ventories, receivables, and payables necessary to establish ihe balance sheet 
accounts at the initiation date of the accrual method. The pyramiding 
arises from the Commissioner’s attributing the entire amounts of such in- 
ventories and receivables (reduced by correlative payables) to a single year 
although in fact the amounts reflect an accumulation over a number of 
years. As will be shown, the Commissioner should not be allowed to 
“pyramid” income in a single year but should be required to “spread back” 
the income over the years to which it is properly attributable by recon- 
structing on an accrual basis the income for years not barred by the statute 
of limitations. 

The Commissioner may seek to effect the adjustments by either one of 
two different methods. If he has otherwise determined the income of the 
taxpayer for the taxable year on a cash basis, the adjusting entries will 
consist of the addition of closing inventories and closing receivables to the 
cash basis income and a correlative deduction for closing payables. If the 
Commissioner has otherwise determined the income of the taxpayer on an 
accrual basis for the taxable year, the adjusting entries will consist of the 
addition of opening inventories and opening receivables to the accrual basis 
income and a correlative deduction for opening payables. Whichever 
method is employed, the resulting total income for the taxable year will 
be the same. 


Dantet R. Dixon (A.B., William & Mary; LL.B., Duke University; LL.M. in Taxa- 
tion, New York University School of Law) is a member of the North Carolina Bar. 

1 William Hardy, Inc. v. Comm’r, 82 F.2d 249 (2d Cir. 1936) ; Z. W. Koby, 14 T.C. 1103 
(1950) ; Robert G. Frame, 16 T.C. 600 (1951), aff’d, 195 F.2d 166 (3d Cir. 1952). 
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The Commissioner’s authority for making these adjustments is derived 
from the “discretionary” power conferred by regulation * to prescribe the 
“terms and conditions” under which a change in the method of accounting 
and reporting will be permitted. The regulation is interpretative of sec- 
tion 41 of the Code.* Adjustments of the type in question have been upheld 
under varying fact situations from the earliest days of the Board of Tax 
Appeals.* 

The present status of the law may be stated in brief as follows. Under 
a literal interpretation of section 41, which provides that the Commissioner 
can prescribe the method of computing income if the method employed by 
the taxpayer in keeping his books does not clearly reflect the income, the 
courts have held that the taxpayer is not vulnerable to the discretionary 
power of the Commissioner and hence that pyramiding adjustments could 
not be made if his books have been “consistently”’ maintained on an accrual 
basis even though the taxpayer has “consistently” erroneously reported on 
a cash or hybrid basis. If a taxpayer has been erroneously reporting on a 
cash or hybrid basis, the Commissioner has been allowed to make pyramid- 
ing adjustments where taxpayer has not “consistently” maintained his 
books on an accrual basis. 

It is at this point that the first observation should be noted regarding 
a change from a cash to an accrual method of reporting. The taxpayer is 
under a primary duty to report his income correctly.° The Code and regu- 
lations permit a taxpayer to use either a cash or an accrual method of re- 
porting, provided it “clearly reflects the income.’”’ Thus, a taxpayer re- 
porting on the cash basis may have been doing so either correctly or 
erroneously. Obviously, the regulation refers only to taxpayers who have 
been correct in reporting on a cash basis, for it provides that permission 
“will not be granted unless the taxpayer and the Commissioner agree.” ‘ 
When, however, a taxpayer has been reporting on a cash basis and this 
method does not clearly reflect the income, the taxpayer is reporting er- 


~ mag. 111, Sec. 29.41-2: 

. Permission to change the method of accounting will not be granted unless 
the taxpayer and the Commissioner agree to the terms and conditions under which 
the change will be effected.” 

3 LR.C. §41: 

“The net income shall be computed upon the basis of the taxpayer’s annual ac- 
counting period (...) in accordance with the method of accounting regularly em- 
ployed in keeping the books of such taxpayer ; but if no such method of accounting has 
been so employed, or if the method employed does not clearly reflect the income, the 
computation shall be made in accordance with such method as in the opinion of the 
Commissioner does clearly reflect the income... . 

4 Appeal of John G. Barbas, 1 B.T.A. 589 (1925). 
5 Reg. 111, Sec. 29.41-3: 


. . . Each taxpayer is required by law to make a return of his true income. He 
must, therefore, maintain such accounting records as will enable him to do so... .” 


6 Reg. 111, Sec. 29.41-2, supra note 2. 
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roneously ; consequently it is under no duty to seek permission of the 
Commissioner to change its method of reporting. Conversely, it is under a 
duty to report correctly, viz., to report on an accrual basis. It follows 
therefore that the discretionary power of the Commissioner to prescribe 
terms and conditions pursuant to the regulation should not apply where 
taxpayer is in error in reporting on a cash basis. 

The broader question is whether the Commissioner has discretion to 
make the adjustments under the provisions of section 41. The discretion- 
ary power granted in section 41 would seem to apply only where taxpayer 
is keeping his books erroneously for the taxable year. The limits of the 
power were appropriately described in Clifton Manufacturing Company v. 
Commissioner: * 

It is pointed out that considerable discretion is lodged in the Commissioner 
by §41 of the Revenue Act of 1936, 49 Stat. 1648, 26 U.S.C.A. Int. Rev. 
Code, § 41, to make such a computation as will clearly reflect the taxpayer’s in- 
come, if the taxpayer’s method of accounting does not do so. See Lucas v. 
American Code Co., 280 U.S. 445, 449; 50 S. Ct. 202, 74 L. Ed. 538, 67 
A.L.R. 1010. But, it can hardly be said that this authority empowers the Com- 
missioner to add to the taxpayer’s gross income for a given year an item which 
rightfully belongs to an earlier year under the recognized system of accrual 
accounting. We are merely brought back to the original inquiry whether the 
item in controversy was accruable prior to the tax year 1937. 


This language was recently quoted in Robert G. Frame.* 


A taxpayer who has correctly reported on a cash basis is not vulnerable 
to a deficiency. Therefore a proper exercise of the Commissioner’s power 
in prescribing the terms and conditions for a change to the accrual method 
of reporting would be simply to require the taxpayer to pick up, in the year 
of change-over, income that would otherwise escape taxation. Where, how- 
ever, the taxpayer has been in error in reporting on the cash basis, it is 
vulnerable to a deficiency, because the erroneously reported income should 
never have been allowed to escape taxation in the first instance. It would 
seem that a taxpayer who has understated income by use of an improper 
method should be in the same position as a taxpayer who has understated 
income for any other reason. Such a taxpayer should be vulnerable to a 
deficiency in the years not barred by the statute of limitations but should 
not be liable for a deficiency produced by pyramiding income properly at- 
tributable to other years. The Commissioner should not be given an addi- 
tional remedy to reach income that has been immunized by his lack of 
diligence. 

John G. Barbas,’ an unfortunate decision, seems to have set the pattern 


7137 F.2d 290, 293 (4th Cir. 1943). 
8 Supra note 1. 
9 Supra note 4. 
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for the pyramiding adjustment cases. The Board of Tax Appeals allowed 
the Commissioner to make pyramiding adjustments for the year that the 
taxpayer changed his method of keeping books from the cash to the accrual 
method. The opinion does not refer to the problem whether the taxpayer's 
prior method of reporting on a cash basis was or was not erroneous. The 
regulations under which the case was decided were substantially identical 
with current regulations.*° 

The Board clearly perceived the possibility of a double deduction as re- 
gards items previously paid for and included in the opening inventory in 
the year of change-over. But it expressed no opinion concerning the possi- 
bility of asserting a deficiency for years not barred by the statute of 
limitations. 

While the Board recognized that the use of opening and closing inven- 
tories was “of course, the correct method of computing the cost of sales 
upon the accrual basis,” it nevertheless allowed the pyramiding adjustment 
in contravention of the principle of annual accounting : * 


But for the years prior to 1920, the taxpayer reported income upon a cash 
receipts and disbursements basis. In other words, cost of sales was arrived 
at by a simple total of the cash paid for merchandise during the year. In 
transferring from a receipts and disbursements basis to an accrual basis, there- 
fore, in the first year after such change, if cost of goods is computed in the 
usual way adopted under the accrual method, there will be included in the cost 
through the use of the inventory at the beginning of the year, goods which 
were paid for in the previous period and which, entered into the cost of goods 
for that period, resulted in a double deduction from income on the part of the 
taxpayer. This, of course, does not properly reflect the income of the taxpayer 
over the two-year period. . . . (emphasis supplied) 


There is a further reason why the precedent value of the Barbas case 
should be questioned. This case was decided under section 212(a) of the 
Revenue Act of 1918, which provided that the return of the taxpayer shall 
be made in accordance with the method of accounting regularly employed 
by him in keeping his books of account, but “if the method employed does 
not clearly reflect the income, the computation shall be made upon such 
basis and in such manner as in the opinion of the Commissioner does 


10 Reg. 45, Art. 23 and Reg. 111, Sec. 29.41-2 contain the following: 
For instance, in any case in which it is necessary to use an inventory, no 
[method of] accounting in regard to purchases and sales will correctly reflect income 
except an accrual method.” (bracketed words appear in current regulation only) 
Reg. 45, Art. 24 and Reg. 111, Sec. 29.41-3 contain the following: 
Each taxpayer is required by law to make a return of his true income. He 
must, therefore, maintain such accounting records as will enable him to do so.... 
“(1) In all cases in which the production, purchase, or sale of merchandise of any 
kind is an income-producing factor, inventories of the merchandise on hand (includ- 
ing finished goods, work in process, raw materials, and supplies) should be taken 
at the beginning and end of the year and used in computing the net income of the 
year. 
11 Supra note 4, at 591. 
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clearly reflect the income.” The phrase “upon such basis and in such man- 
ner” was replaced in the Revenue Act of 1924 by the phrase “in accordance 
with such method” and as thus amended has continued in the law ever 
since.** This change in phraseology would seem to restrict the discretion 
of the Commissioner to the use of a “method” in computing income. It is 
again to be noted that the Barbas decision recognized that the use of open- 
ing and closing inventories was the correct “method” of computing cost 
of sales upon the accrual basis. No significance has been attached to this 
change in the law in subsequent decisions. 

Before taking up the important Hardy * decision, it is desirable to note 
some intervening cases. Alameda Laundry * was decided on the authority 
of Barbas. The Daily Record Company case* is of interest because it 
recognized that the petitioner had correctly reported income for the taxable 
years and for prior years on a cash basis. Because of this factor, the Court 
denied the Commissioner the right to pyramid receivables. Niles Bement 
Pond Co.** is frequently cited by the Commissioner to sustain the exercise 
of his discretionary power to compel a taxpayer to use an accrual method 
for reporting income where this method correctly reflects the income. In- 
ferentially, the case may be availed of against the Commissioner, because 
the Court held that the taxpayer could not pyramid credits in the taxable 
year but was limited to deduction for credits determined on the amount 
properly accruable in the taxable year under an accrual method of ac- 
counting. Under similar reasoning the Court of Claims would deny to 
the Commissioner the right to pyramid income in a single taxable year.** 

The Hardy ** case is probably the most important decision in this field. 
The Court sustained the Commissioner in making pyramiding adjustments 
under the discretionary power granted in section 41:*° 


. In deciding what method is necessary clearly to reflect a taxpayer’s 
income, the Commissioner is given a breadth of discretion which, though not 
unlimited, will be reviewed here only when abuse of it is clearly shown (sup- 
porting citations quoted). 


The Court specifically recognized that the income as determined without 
the pyramiding adjustments under the accrual method “was computed in 


127.R.C. §41. There does not appear to be any legislative history explaining the 
reasons for the change. 

18 William Hardy, Inc. vy. Comm’r, 82 F.2d 249 (2d Cir. 1936). 

14 Alameda Steam Laundry Association, 4 B.T.A. 1080 (1926). 

1513 B.T.A. 458 (1928). 

16 Niles Bement Pond Company v. United States, 67 Ct. Cl. 693 (1929), aff'd, 281 
U.S. 357 (1930). 

17 Cf. Hygienic Products Company, 37 B.T.A. 202 (1938), aff'd, 111 F.2d 330 (6th 
Cir. 1940). 

18 Supra note 13. 

19 Supra note 13, at 250. 
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accordance with correct accrual methods of accounting.” In view of this 
statement, the result is hard to reconcile with the language of section 41, 
which gives the Commissioner authority only to compute income “in ac- 
cordance with such method as does clearly reflect the income.” 

The Court, however, adopted the Barbas rationale of double deduction 
in dealing with the inventory problem: *° 


In putting the petitioner on the accrual basis in 1925, the commissioner, 
bound to do it in a way that would clearly reflect its income, was not required 
to adhere strictly to a stereotyped accrual form of accounting. It is obvious 
that there must be some leeway in making the change from the cash basis in 
order that the income for the first taxable period under the changed method 
of reporting will be reflected accurately. To permit the deduction of opening 
inventory which has already been deducted from income in previous years 
would allow that to be used twice as a deduction and would result in computing 
the petitioner’s taxable income in an amount that much less than its actual in- 
come subject to taxation. . . 


The statement seems erroneous in several respects. The Court, in deter- 
mining the amount of income subject to taxation, refers to income for an 
indefinite period and ignores the annual accounting which should be a 
controlling mandate of law. Since the taxpayer was clearly subject to a 
deficiency for prior years, this is the remedy the Commissioner should have 
pursued. In point of fact, pyramiding adjustments do not conform to any 
“method,” for such adjustments can be made only once. They are accurate 
only in the accounting sense of reconciling earnings with net worth, i.e., 
they are proper adjustments to a surplus or a net worth account. But they 
are not proper or accurate adjustments to current income. Applied to cur- 
rent income, they unfairly allow the Commissioner to remedy an omission 
or oversight in failing to correct taxpayer’s earlier returns and thus over- 
ride the statute of limitations.” 

In dealing with the pyramiding adjustment relating to accounts re- 
ceivable, the Court said: ” 


. . . They were not taxable on the cash basis, and if strict accrual prin- 
ciples are to prevail beginning with January 1, 1925, they never would be 
taxable since they represent previous transactions which could not be accrued 
in 1925 or thereafter nor would payments made upon them after the beginning 
of 1925 figure in the computations of income, since the cash basis no longer 
was to be used. Yet to the extent they were thereafter paid they were in fact 
the income of the petitioner. There is no provision in the law which permits 
their escape from taxation if received. On the contrary, section 213(a) of the 
Revenue Act 1926, 44 Stat. 23, required that all income received by a taxpayer 


20 Supra note 13, at 251. 

21 See Ross v. Comm’r, 169 F.2d 483 (1st Cir. 1948) for argument against overriding 
the statute of limitations. 
22 Supra note 13, at 251. 
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in any taxable year should be reported in that year unless under permitted 
methods of accounting it was properly to be accounted for as of a different 
period. ... 


But in view of the Commissioner’s allegations, petitioner here was under 
a statutory duty to use the accrual method, and consequently the receiv- 
ables were properly to be accounted for as of a different period. They 
were properly to be accounted for as of a different period because taxpayer 
had erroneously reported on a cash basis.** The Court’s statement that 
“there is no provision in the law which permits their escape from taxation 
if received’’ misconceives the theory of the case by assuming that the years 
prior to 1925 were properly reported on a cash basis and, therefore, im- 
mune from redetermination by the Commissioner. Of course, if taxpayer 
had properly reported on a cash basis, he would not be vulnerable to a 
deficiency, and income in such case might escape taxation if pyramiding 
were not permitted to the Commissioner. In such instances, justification 
for pyramiding may be found as a sort of equitable consideration for the 
permitted change-over. 

Some significance has been attached to the fact that in this case the tax- 
payer “voluntarily” sought to change his method of reporting,” the infer- 
ence being that in such instances the taxpayer is exposed to the Commis- 
sioner’s discretion to specify “terms and conditions” in changing the 
method of reporting as compared with his discretion to prescribe a 
“method” for computing income. The distinction ignores entirely the 
underlying question whether taxpayer had a right in the first instance to 
report on the cash basis. The change-over is hardly voluntary where the 
taxpayer has been reporting erroneously on the cash basis. An understate- 
ment of income resulting from an incorrect method of reporting should 
have the same consequences as an understatement of income resulting from 
any other misconception of law. 

Before leaving this case, it should be noted that the year of change-over 
in the method of keeping the books (1925) was held the proper year for 
pyramiding income and not the year of change-over in the method of 
reporting (1926). 

Schuman Carriage Co., Ltd.”* sustained the Commissioner in making 
pyramiding adjustments regarding interest income. While the decision re- 
lied principally on Niles Bement Pond Company, William Hardy, Inc., and 
Hygienic Products Company,” there were features in the Schuman case 
which should have distinguished it from each of these. 

In the Hygienic and Bement Pond cases the Commissioner successfully 


28 Cf. Marion C. Faraci, P-H T.C. Mem. Dec. 33,130. 

24 See dissent in Schuman Carriage Co., Ltd. 43 B.T.A. 880, 889 ab ace 
25 43 B.T.A. 880 (1941). 

26 Supra notes 13, 16, and 17. 
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opposed the taxpayer’s pyramiding credits. The Commissioner contended 
that the taxpayer was limited to a credit of the amount of accrual which 
was properly attributable to the taxable year. Yet in Schuman he won his 
case by successfully contending that income to be reported in the taxable 
year was not limited to the amount of interest income accrual which was 
properly attributable to the taxable year. 

The Hardy case was rationalized on the theory that the taxpayer had 
changed its method of keeping its books and that the year of that change 
was the proper year to permit pyramiding adjustments. But Schuman in- 
volved no such change in the method of keeping books. The Commissioner 
discovered that petitioner was keeping its books erroneously and in effect 
selected his own year to make the adjustments.” The Court stated: ** 


It seems clear to us that the respondent made the adjustment in the peti- 
tioner’s interest income for 1934 because in his opinion the method of account- 
ing employed by the petitioner did not clearly reflect its income for that year. 
(emphasis supplied) 


Assuming this to be true, it is equally certain that after permitting the 
Commissioner to make the pyramiding adjustment to interest income, the 
income thus determined did not clearly reflect the income for that year. 

The Planeta case *° broadened the area in which the Commissioner was 
allowed to make pyramiding adjustments. The petitioner had changed its 
method of keeping books on January 1, 1936 from the cash method to the 
accrual method, but it continued to report on a cash basis. The Commis- 
sioner was allowed to pyramid income for the year 1939. This decision is 
to be distinguished from Hardy, where the year of change in the method 
of keeping books was the year pyramiding was permitted. It is to be dis- 
tinguished from Schuman, where in the year of deficiency the taxpayer 
was keeping his books erroneously. In the Planeta case taxpayer was ad- 
mittedly keeping his books correctly for the year the deficiency was deter- 
mined. 

The result in Planeta would seem clearly at variance with the language 
of section 41,°° which recognizes an annual accounting. No discretion is 
allowed the Commissioner if the method does clearly reflect the income. 
Such was the case here. 

The issue was resolved on the ground that the petitioner did not sustain 
his burden of proof by showing error in respondent’s action. The question 
appears solely one of interpretation of law. The presumption of correct- 


27 See dissent, supra note 24 (Murdock, Van Fossan, Turner, and Mellott, J. J., dis- 
senting). 

28 Supra note 25, at 888. 

29 Rudolph C. Planeta, 3 TCM 490 (1944). 

80 Supra note 3. 
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ness accorded the respondent’s determination was therefore a presumption 
as to the respondent’s conclusions of law. 

The first crack in the long series of Commissioner’s victories appeared 
when the Tax Court decided Greene Motor Company * in 1945. Providing 
a starting point for a line of decisions favorable to the taxpayer, the case is 
significant because it did not involve a change in the method of accounting 
or in the method of reporting. Petitioner had improperly accrued certain 
reserves prior to taxable year and had improperly deducted the accruals for 
tax purposes in the prior years. The Court denied the Commissioner the 
right to make the pyramiding adjustment, basing its decision on the con- 
trolling nature of the annual accounting concept.** 

The Court distinguished the Greene case from Hardy and Schuman * 
on the ground that no change in the method of keeping books or in the 
method of reporting was required. It said: ** 


Petitioner has consistently followed an accrual method of accounting. No 
change in that method was requested or made. . . 


The use of the word “consistently” to circumvent the reasoning of the 
Hardy and Schuman cases is a bit of judicial legislation. Section 41 of 
the Code lays down no such requirement. Subsequent cases leave it ques- 
tionable how long a period of time “consistently” embraces.*° 

Ross v. Commissioner ** contains an excellent exposition of certain fun- 
damentals involved in this problem. Since the early Barbas case ** the de- 
cisions favoring the Commissioner had gone off on the theory of pre- 
venting income from escaping taxation. The overworked and misleading 
phrase in the Hardy opinion that “there is no provision in the law which 
permits their escape from taxation” was at length rebutted. Speaking for 
the First Circuit Court of Appeals, Justice Frankfurter said: ** 


. . . If every opportunity for escaping taxation is to be barred, even in the 
absence of fraud, such complete safeguards are for Congress to devise. . . . 


815 T.C. 314 (1945). 

32Qn the subject of annual accounting concept, see William Steel, 34 B.T.A. 173 
(1936) ; Burnet v. Sanford Brooks Co., 282 U.S. 359 (1931) ; United States v. Anderson, 
269 U.S. 422 (1926); Security Flour Mills Co. v. Comm’r, 321 U.S. 281 (1944); Bart- 
lett v. Delaney, 173 F.2d 535 (1st Cir. 1949) ; Clifton Manufacturing Co. v. Comm’r, 137 
F.2d 290 (4th Cir. 1943). 

88 William Hardy, Inc. v. Comm’r, supra note 13; Schuman Carriage Co., Ltd., supra 
note 24; a distinction on other grounds was also made between the instant case and Comar 
Oil Co. v. Helvering, 107 F.2d 709 (8th Cir. 1939). 

84 Supra note 31, at 317. 

85 See Comm’r v. Mnookin’s Estate, 184 F.2d 89 (8th Cir. 1950); Marion Richard 
Schuyler, 10 TCM 439 (1951); Cornelius J. Dwyer, 10 TCM 620 (1951). 

36 Ross vy. Comm’r, 169 F.2d 483 (1st Cir. 1948). 

87 Supra note 4. 

38 Supra note 36, at 492, 494. 











364 TAX LAW REVIEW [Vol. 8: 


. . . The statute of limitations itself has equitable aspects and the difficulty 
with respondent’s argument is that ‘it does not do equity unless supplemented 
by what in the end comes to a reassessment of the first tax’ in violation of the 
statute of limitations. It appears nothing more than ‘an excuse for reopening 
the earlier assessment in the face of the statute,’. . 


However, the precedent value of the Ross case is considerably lessened by 
its peculiar facts. The problem of changing from a cash to an accrual 
method of reporting was avoided because the Court found on a theory of 
constructive receipt that the taxpayer had always reported on a cash basis. 

The taxpayer’s only genuine oasis was afforded by the Mnookin case.” 
The opinion in Mnookin took its cue from the language of Greene Motor 
Company: *° 

In the case at bar, Samuel Mnookin had, just as had the taxpayer in Greene 
Motor Co., supra, consistently followed the accrual method of accounting and 


his books clearly reflected his income. No change in his method of accounting 
was ever requested or made. 


Thus for the first time the taxpayer was protected against a pyramiding 
adjustment where there had been a change in the method of reporting. Ac- 
cording to the dissent of Judge Opper, the case was not distinguishable 
from Schuman. The observation seems correct if the Schuman opinion is 
correct in considering it immaterial that petitioner had never recorded in 
its books interest accrued but only interest collected. However, in Schuman 
the iaxpayer incorrectly kept his books on a hybrid basis while Mnookin 
had correctly kept his books on an accrual basis. 

This decision brings the cases to a rather thin line of distinction: a 
taxpayer who has “consistently” kept his books correctly even though he 
has always reported incorrectly is not vulnerable to pyramiding adjust- 
ments, but a taxpayer who has once changed from an incorrect method of 
keeping books to a correct method of keeping them is vulnerable to such 
adjustments. 

The Frame case ** is the third one in the Greene and Mnookin cases. 
On the grounds developed in these decisions, the Commissioner was again 
prevented from making pyramiding adjustments. The Frame decision 
broadens the area of protection previously established for taxpayers whose 
books had been correctly kept on an accrual basis; it extends similar pro- 
tection against pyramiding adjustments to a taxpayer who erroneously 
reports on a cash basis. Mnookin protected such a taxpayer who errone- 
ously reported on a hybrid basis. The Greene case, as previously noted, 
did not involve a question of the method of reporting. 

89 Samuel Mnookin, 12 T.C. 744 (1949), aff'd, 184 F.2d 89 (8th Cir. 1950). 


40 12 T.C. at 749. 
41 Robert G. Frame, 16 T.C. 600 (1951), aff'd, 195 F.2d 166 (3d Cir. 1952). 
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The dissenting opinion of Judge Opper in the Frame case is of particu- 
lar interest.*? Pointing out quite properly that the case is similar to Barbas 
and Hardy, he unfortunately adopts the fallacious reasoning of these cases. 
Judge Opper states that “the issue is whether the Commissioner can re- 
quire a change to a proper method only by permitting a distortion of in- 
come in the taxpayer’s favor during the year of change so that items of 
income will forever escape taxation.” Actually, there is no distortion of 
income resulting from denying the Commissioner the right to make pyra- 
miding adjustments in the current year. Judge Opper further deplores the 
fact that the Commissioner’s demand “cannot be accompanied by the neces- 
sary adjustments to reflect true income of the cutrent year.” (emphasis 
supplied). As previously pointed out, “the true income of the current year” 
can be determined only by not allowing pyramiding adjustment in that 
year. That the reasoning of the Barbas case is erroneous appears from the 
statement in the opinion to the effect that the adjustment did not properly 
reflect the income of the taxpayer over the “two year period.” 

Judge Opper’s argument against distortion of income in the taxable 
year is even more remarkable when compared with the line of cases where 
there has been mere error in the method of valuation of inventory. These 
cases uniformly hold that a distortion of income occurs in the taxable year 
where both opening and closing inventories are not similarly adjusted. 
This principle was clearly expressed in the case of Eureka Fire Brick 
Works: ** 


. . . Where inventories are used the amount of the profit for each year can- 
not. be accurately determined without comparing the opening and closing in- 
ventories. Where the closing inventory is adjusted without correspondingly 
adjusting the opening inventory for the same year, a distortion of income 
results. 


Thus, in the line of cases represented by the Eureka decision, where 
there has been a partial omission of inventory, pyramiding has been denied 
to the Commissioner because it produces a distortion of income. In the 
Barbas and Hardy line of cases, where there has been a total omission of 
inventory, the Commissioner has been allowed to make pyramiding adjust- 
ments on the theory that failure to do so would produce a distortion of 
income. This anomaly results from the failure of the courts to administer 
the tax laws on an annual basis. 

The Greene, Mnookin, and Frame decisions have had no effect on the 
Hardy line of cases but have carved out a narrow area of protection for 
the taxpayer. The Carver *“* case provides an interesting variation of the 


42 See also dissent of Opper, J., in Samuel Mnookin, supra note 39, at 753. 
485 TCM 1106, 1107 (1946). 
44C. L. Carver, 10 T.C. 171 (1948), aff’d, 173 F.2d 29 (6th Cir. 1949). 
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Hardy rationale. Petitioner had changed from a cash to an accrual method 
of accounting but continued to report on a cash basis. The Court rebuked 
the taxpayer for failing to ask permission to change his method of re- 
porting :*° 

The difficulty in which petitioner finds himself and of which he complains is 


of his own making. . . . He never asked permission of the Commissioner to 
change the method of reporting income to the accrual basis. 


This attitude misconceives the whole issue by assuming petitioner needed 
to ask permission. As previously indicated, petitioner was under a duty to 
report on the accrual basis since this was the only method which would 
clearly reflect the income. Hence permission to change should not have 
been necessary. The Court’s reasoning apparently imposes a duty on a tax- 
payer who reports erroneously to seek permission and, failing to do so, to 
become exposed to the discretionary power of the Commissioner to impose 
“terms and conditions.” ** In the taxable year the method of keeping 
books correctly reflected the income for the year. Therefore, since the 
taxpayer was already using a correct method of keeping its books, the oc- 
casion set out in section 41, allowing the Commissioner to prescribe a 
method of accounting, had in fact been removed. 

Regrettably enough, the Hardy line of decisions persists.*7 In Lovallo, 
one of the recent instances, the opinion admits that the use of opening and 
closing inventories is “of course, the correct method of computing the cost 
of sales upon the accrual basis” and in spite of this proceeds to disallow 
the opening inventory. ; 

Judge Rice handed down a series of four memorandum opinions in 1951, 
all of which favored the taxpayer on the Mnookin theory.** All of these 
cases were appealed to the Second Circuit Court of Appeals and as of this 
date two of them have been affirmed. It is interesting to note that neither 
of these spells out with clarity whether the petitioner “consistently” kept 
his books on the accrual basis. The Mnookin concept was again applied 
very recently in George V. Gilbert.” 

To what extent may the accrual method of accounting be prescribed by 
the Commissioner? In at least one instance where taxpayer used inven- 
tories but in all other respects reported on a cash basis, the Court did not 


4510 T.C. at 173. 

46 See note 2 supra. 

47 Michael Lovallo, 9 TCM 634 (1950) ; Z. W. Koby, 14 T.C. 1103 (1950), appeal dis- 
missed. 

48 George H. Cohn, 10 TCM 437 (1951), aff’d per curiam, 196 F.2d 1019 (2d Cir. 
1952), cert. not authorised; Marion Richard Schuyler, 10 TCM 439 (1951), aff’d, 196 
F.2d 85 (2d Cir. 1952) ; Joseph S. Caldwell, 10 TCM 611 (1951), appealed, 2d Cir.; 
Cornelius J. Dwyer, 10 TCM 620 (1950), appealed, 2d Cir. 

49 P-H T.C. Mem. Dec. 52,183. 


1953] 


allow 
be no 
to pul 

Th 
sidere 
still o 


Py: 
crual 
for tl 
justm 
ments 
discre 
Corre 
missi 
whicl 

So 
incon 
little 
Eigh 
seem: 
holdi 
resto’ 
tratic 





50G 
lley, 1 
51R 


in 

m 
527 
TCM 
53 F 





1953] PYRAMIDING INCOME 367 


allow the Commissioner to place taxpayer on an accrual basis.*® It should 
be noted that the regulation prescribes an accrual method only in regard 
to purchases and sales where inventories are necessary.™ 

The problem of vulnerability under section 3801 should also be con- 
sidered. It was considered in D. A. MacDonald * which leaves the problem 
still open. 


CoNCLUSION 


Pyramiding adjustments resulting from a change from a cash to an ac- 
crual method of accounting do not conform to a method of accounting, 
for the reason that such adjustments can only be made once as proper ad- 
justments to a net worth or surplus account. They are not proper adjust- 
ments to current income at any time. Section 41 gives the Commissioner 
discretionary power to prescribe the method, not to compute the income. 
Correctly interpreted, the method determines the income, not the Com- 
missioner. The dominant principle lies in the annual accounting concept, 
which is indispensable to the proper administration of the tax laws. 

Sooner or later, the Supreme Court can be expected to eliminate the 
inconsistencies that have befogged our subject. Until recently, there was 
little hope of laying the basis for certiorari. But on January 16, 1953 the 
Eighth Circuit Court of Appeals, in deciding Welp v. United States,” 
seems to have produced a square conflict with the Second Circuit Court’s 
holding in the Hardy case. Thus at long last there is an opportunity to 
restore rationality and fairness to this important aspect of tax adminis- 
tration. 


50 Glenn v. Kentucky Color and Chemical Co., 186 F.2d 975 (6th Cir. 1951). Cf. E. S. 
Iley, 19 T.C. No. 78 (1952). 
51 Reg. 111, Sec. 29.41-2: 

“. . . In any case in which it is necessary to use an inventory, no method of account- 
ing Oe aaa to purchases and sales will correctly reflect income except an accrual 
method. 

52D. A. MacDonald, 17 T.C. No. 111 (1951) and related case, Omah MacDonald, 8 
TCM 212 (1949). 
58 P-H {72,304 (8th Cir. 1953). 
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All Cash Distributions Under 
Section 112(b)(6) 


MICHAEL FRIEDMAN 


N ORMALLY in business ventures the receipt of cash * results in a taxable 
event. A rule which would permit the non-taxable receipt of cash in excess 
of basis, on the liquidation of an investment, would generally be viewed 
as an aberration in the tax law. Yet judicial decision directs this anom- 
alous result in the case of an all cash liquidation of a subsidiary. The 
result is reached by equating cash and property in the application of sec- 
tion 112(b) (6),° although the equivalence can be justified by neither the 
history nor the purpose of the section. 

Inasmuch as no gain or loss is recognized when section 112(b) (6) 
applies, the section is a double-edged weapon * because its provisions are 
mandatory and not elective. With competent tax planning the “benign” 
tax consequences of the section may be avoided ° or availed ®° of without 


MICHAEL FRIEDMAN (B.C.S., LL.B.) is a member of the New York Bar and of the 
firm of Friedman & Friedman, New York City. 

1 Actions prior to the actual receipt of cash by an accrual basis taxpayer may have al- 
ready spelled out the tax consequences. 

2 This discussion is limited to an all cash distribution under I.R.C. §112(b) (6). The 
entire section is discussed in Colgan and Molloy, Tax-Free Liquidations of Corporate 
Subsidiaries under Section 112(b)(6) of the Internal Revenue Code, 4 Tax L. Rev. 305 
(1949) ; Busterud, The Liquidation of Subsidiaries under Section 112(b)(6), 58 YALE 
L. J. 1050 (1949). Both articles deal with cash distributions on pp. 316-18 and 1056-60, 
respectively. Intercorporate debts are treated in Stuetzer, Upstream Debts in Section 
112(b) (6) Liquidations, 5 Tax L. Rev. 199 (1950). Also see Darrell, Corporate Liquida- 
tions and the Federal Income Tax, 89 U. or Pa. L. Rev. 907, 926-930 (1941). 

8T.R.C. §112(b): 

“(6) Property received by corporation on complete liquidation of another—No gain or 
loss shall be recognized upon the receipt by a corporation of property distributed in 
complete liquidation of another corporation. .. .” 

4 Where the distributable assets exceed the basis of the subsidiary’s stock to the parent 
corporation the realized gain is not recognized, and conversely, where the distributable 
assets are less than the parent’s basis of the subsidiary stock the loss is not recognized. 
In the case of distributed high basis depreciable assets, not only may the parent have a 
non-recognized gain but also a depreciation deduction. Cf. I.R.C. §117(0). 

5 Taxpayer was the creditor of two corporations of which it owned in excess of 80 
per cent of the common and preferred stock. The latter had voting rights because of 
dividend arrears. Taxpayer instituted receivership proceedings against the subsidiaries. 
One of the receivers was an official of the taxpayer. The receivers notified the common 
stockholders that their stock was worthless. Upon advice of counsel,.the taxpayer sold 
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too much difficulty. In view of the Commissioner’s long adherence to the 
“cash is property” view,’ litigation will probably result only where the 
taxpayer claims a deductible loss.® 


BACKGROUND AND ENACTMENT OF SEcTION 112(b) (6) 


In the mid-thirties attempts were made to simplify corporate structures 
and eliminate unnecessary holding companies by regulation,’ compulsory 
liquidation,”° and taxation.** The Senate Interstate Commerce Committee 
in its Report ** on the Public Utility Holding Company Act of 1935 rec. 
ommended that Congress consider amending the revenue laws to encourage 
voluntary corporate reorganizations. However, it suggested that any tax 
exemptions be limited to this specific need. In a message to Congress on 
Tax Methods and Policies,* the President noted that inadequate time was 
left for action at that session of Congress and asked, among other things, 
that a study be made of methods by which taxation could be used to sim- 
plify existing corporate structures through the elimination of unnecessary 


holding companies. The House in passing H.R. 8974, which became the | 


Revenue Act of 1935, took no legislative action on the simplification pro- 
posal. The Senate Finance Committee also took no legislative action, al- 
though two individuals testified** on the subject of corporate simplification, 


at public auction enough stock so that ownership in the subsidiaries was reduced to less 
than 80 per cent. The purchaser of the minority interest was an officer of the taxpayer. 
The Court verified the bona fides of the sale and held that section 112(b) (6) did not apply 
because the requisite 80 per cent control of section 112(b)(6)(A) was not met. Comm'r 
v. Day and Zimmermann, Inc., 151 F.2d 517 (3d Cir. 1945). 

6 Taxpayer owned 75.50 per cent of the stock of a corporation which it was going to 
liquidate. Upon advice of counsel, the taxpayer purchased the remaining 24.50 per cent 
from the secretary of the subsidiary by oral contract. The seller retained possession of 
the stock, and the purchaser held the cash purchase price for the convenience of the 
seller. When the stock was delivered, the taxpayer issued an interest-bearing demand 
note for the convenience of the seller who had no immediate place to invest the cash. 
The Court decided that the sale was consummated by oral contract, prior to the delivery 
of the stock, and that the taxpayer met the requirements of section 112(b) (6). Metal 
Office Furniture Co., P-H T.C. Mem. Dec. 942,337. 

7G.C.M. 19435, 1938-1 Cum. Butt. 176. 

8 Consideration is not given in this paper to other factors which may make the loss non- 
deductible, ¢.g., capital losses of corporations are limited to the extent of the capital gains. 
I.R.C. §117(d) (1). 

9 Securities Act of 1933, 48 Srat. 74 (1933), 15 U.S.C. §§77a-77aa (1946). 

10 Public Utility Holding Company Act of 1935, 49 Srar. 803 (1935), 15 U.S.C. 
§§79-792z-6 (1946). 

11 Darrell, supra note 2, at 907. Some of the methods used were elimination of con- 
solidated returns and taxation of intercorporate dividends. 

12 Sen. Rep. No. 621, 74th Cong., Ist Sess. 13-14 (1935). 

18 H.R. Doc. No. 229, 74th Cong., Ist Sess. 5 (1935). 

14 Hearings before the Committee on Finance on H.R. 8974, 74th Cong. Ist Sess 
170-1, 301-3 (1935). 


| 
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Their proposals, which received sympathetic oral consideration, were for 
the tax-free liquidation of a subsidiary into an operating parent company 
for the continuation of the subsidiary’s business (emphasis supplied ). 

On the Senate floor the Chairman of the Senate Finance Committee 
offered an amendment *° to facilitate forced liquidations of holding com- 
panies.** Although not a Committee amendment, the amendment had been 
drafted by the Committee clerks.*7 The Senate passed the amendment, 
which allowed the receipt of “property or money” ** on the liquidation of 
a subsidiary without the recognition of gain or loss. The Conference Com- 
mittee eliminated “or money” and substituted “(other than money)” ** 
plus some control requirements. The Conference Report *” is quite clear 
that even a partial distribution of money might be taxable when received, 
and that the parent’s basis of its investment was to be allocated among the 
assets received from the subsidiary.” 

The House in passing H.R. 12395, which became the Revenue Act of 
1936, left section 112(b) (6) substantially the same as it was in the 1935 
Act. This time three witnesses testified ** before the Senate Finance Com- 
mittee on the subject of liquidating subsidiary corporations. The Finance 
Committee left the House bill unchanged, but on the Senate floor a Com- 
mittee amendment was offered to simplify corporate structures.** Sec- 
tion 112(b) (6) as it existed was considered troublesome because of the 
required allocation of basis ** and the control requirement.”* The Sen- 
ate passed the amendment, which eliminated the phrase “(other than 
money), *° changed the control requirement, and included a new basis 


1579 Conc. Rec. 13239-40 (1935) : 

“Sec. 110. Corporate Ligumations. (a) Section 112(b) of the Revenue Act of 1934 
is amended by adding after paragraph 5 a new paragraph reading as follows: ‘(6) No 
gain or loss shall be recognized upon the receipt by a corporation of property or money 
distributed in complete or partial liquidation of another corporation. .. .’” 

16 See note 10 supra. This action was anticipatory in that S. 2796, which became the 
Public Utility Holding Company Act of 1935, was in Conference Committee. It became 
Pub. L. No. 333 on Aug. 26, 1935, prior to the Revenue Act of 1935, Pub. L. No. 407, 
Aug. 30, 1935. 

1779 Conc. Rec. 13239 (1935). 

18It might be argued that the Senate thought property did not include money; there- 
fore the “or money” phrase. 

19 SEIDMAN’s LEGISLATIVE History OF FEDERAL INcoME Tax Laws 1938-1861, 292 
(1938). 

20 H.R. Rep. No. 1885, 74th Cong., Ist Sess. 8-10 (1935). 

21 Present I.R.C. §113(a) : “(6) Tax-free Exchanges Generally.” 

22 Hearings before the Committee on Finance on H.R. 12395, 74th Cong., 2d Sess. 
113-114, 715-716, 798-799 (1936). 

28 80 Conc. Rec. 8799 (1936). 

24 Td.; Darrell, supra note 2, at 926 makes the same complaint. 

2580 Conc. Rec. 8799 (1936). These are substantially the same complaints voiced in 
the Hearings, note 22 supra, at 716. 

26 The House bill was the same as in the 1935 Act. 
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section.” The House accepted the amendment without change. 

The Revenue Act of 1936** contained the unpopular undistributed 
profits tax. The Senate, in an election year, balked in passing the bill, a 
tax-raising measure, as recommended by the Conference Committee. In an 
impassioned plea for passage, Senator La Follette pointed to the many 
concessions made by the House and said: *° 


The House yielded upon the important liquidation provision to enable corpora- 
tions with complicated corporate structures to liquidate and not pay excessive 
penalties in the process. 


ADMINISTRATIVE AND JUDICIAL History 


In an early ruling, G.C.M. 19435,°° the Commissioner held that when 
only cash is received upon a corporate liquidation, the parent corporation 
has a transaction that is tax-free under section 112(b) (6). This conclu- 
sion was reached after a brief review of the legislative history of section 
112(b) (6) and of Halliburton v. Commissioner, in which it was held 
that money was property under section 203(b)(4) of the Revenue Act 
of 1924, the forerunner of the present section 112(b) (5).* 

In Stimson Mill Co.** the taxpayer claimed a loss because there had 
been no liquidation but an abandonment after all the cash had been distrib- 
uted. In the alternative, it argued that cash was not “property” within 
the meaning of section 112(b) (6). The Board of Tax Appeals indicated 
its disagreement with G.C.M. 19435 * and allowed the loss based upon the 
alternative argument that cash alone was not “property.”’ While the Board 
indicated its agreement with Halliburton, it refused to extend the ra- 
tionale of that case to sections other than section 112(b) (5). 

While the appeal in Stimson Mill Co.** was pending, the Commissioner 
apparently reversed his position, ignored G.C.M. 19435,*" and in Tri-Lakes 
S.S. Co.** asserted a deficiency when an all cash distribution resulted in 


271.R.C. §113(a) (15), which gives the transferee in a section 112(b) (6) transaction 
the transferor’s basis, thereby completely eliminating a determination of gain or loss 
based upon the parent corporation’s original investment. 

28 49 Strat. 1648 (1936). 

29 80 Conc. Rec. 10469 (1936). 

80 See note 7 supra. 

8178 F.2d 265 (9th Cir. 1935). 

82T.R.C. §112(b) : 

“(5) Transfer to corporation controlled by transferor—No gain or loss shall be recog- 
nized if property is transferred to a corporation by one or more persons solely in ex- 
change for stock or securities in such corporation. ...” © 

88 46 B.T.A. 141 (1942) Nonacq. 

84 See note 7 supra. 

85 See note 31 supra. 

36 See note 33 supra. 

87 See note 7 supra. 

88 P-H T.C. Mem. Dec. {[43,521. A possible reason for this inconsistency may have 
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a gain. Before the decision was rendered in the latter case, the Ninth 
Circuit Court affirmed Stimson Mill Co.* but based its affirmance on the 
factual situation that no liquidation had taken place, i.e., on the taxpayer’s 
first contention before the Board. The Tax Court in Tri-Lakes S.S. Co., 
after noting the action of the Ninth Circuit Court in Stimson Mill Co., 
followed the old Board’s decision in Stimson Mill Co.,“ and again held 
that an all cash distribution was not “property” within the meaning of 
section 112(b)(6). On appeal, the Sixth Circuit Court reversed * the 
Tax Court by flatly holding that cash alone is “property” within section 
112(b) (6). In the course of its opinion, the Sixth Circuit Court traced 
the legislative history of section 112(b)(6), extended the rationale of 
Halliburton ** beyond its proper limits,** and assumed Congressional fa- 
miliarity with Halliburton as thus extended. The Court said further : *° 


It is not without importance, moreover, that the Senate Committee on Finance, 
in discussing §115(h) of the Revenue Bill of 1938, expressed the view that 
§§112(b) (6) and (7) permit the distribution of property (including money) 
in addition to stock and securities, without the recognition of gain to the dis- 
tributee, so that the proposed changes in §115(h) were in the interest of added 
clarity. Cumulative Bulletin 1939-1, part 2, page 792. Whiie this observation 
was not within the pre-enactment history of §112(b) (6), yet it was an obser- 
vation of a highly specialized and informed committee of the Congress dealing 
with tax matters, and possessing a large measure of continuity. It was doubt- 
less conversant with the purpose of the original section and amendments made 
thereto. (emphasis supplied) 


In International Investment Corporation ** the Tax Court was again 
faced with the problem. This time the Court reexamined its position. 
Three cases which had presented the issue squarely to the Tax Court since 
Stimson Mill Co.** had been decided in memorandum opinions “* and had 


been protective litigation pending the appeal of Stimson Mill Co., 46 B.T.A. 141 (1942) 
Nonacq. The Commissioner in Stimson Mill Co. made a motion for review by the full 
Board which was denied. 

39 137 F.2d 286 (9th Cir. 1943). 

40 See note 38 supra. 

41 See note 33 supra. 

42 Tri-Lakes S.S. Co., 146 F.2d 970 (6th Cir. 1945). 

43 See note 31 supra. 

44 See note 33 supra, at 143. 

45 See note 42 supra, at 972-973. Of the 21 members of the Senate Finance Committee 
in 1938, 14 were members of the Committee in 1936. 

4611 T.C. 678 (1948), aff'd per curiam, 175 F.2d 772 (3d Cir. 1949). 

47 See note 33 supra. 

48 American Zinc, Lead and Smelting Co., P-H T.C. Mem. Dec. {[43,249. Other issues 
determinative of the case made a decision on this point unnecessary, although the Court 
decided the issue as a further ground for its conclusion. Comm’r v. Day and Zimmermann, 
Inc, P-H T.C. Mem. Dec. 944,247, aff'd on other grounds, 151 F.2d 517 (3d Cir. 
1945) ; Tri-Lakes S.S. Co., P-H T.C. Mem. Dec. 943,521, rev'd, 146 F.2d 970 (6th Cir. 
1945). 
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followed Stimson Mill Co.*® The Court noted that although Robert Gage 
Coal Co.*° and Burnside Veneer Co." were not decided on the “cash is 
property” concept, it was at least implicit in the decisions.* 

In a further effort to avoid section 112(b) (6), the taxpayer in Inter- 
national Investment claimed no “business purpose’’ because there was no 
intention to continue the subsidiary’s business.°* On this issue the Tax 
Court, as in other cases,°* took into account the business of the parent and 
the business of the subsidiary before the liquidation rather than the pur- 
pose of the liquidation * (viz., merger). The Court decided to follow the 
Sixth Circuit Court in Tri-Lakes S.S. Co.°* and specifically overruled 
Stimson Mill Co.* 

Inasmuch as Senate floor action introduced ** and amended ™ section 
112(b) (6), the Senate Finance Committee Reports © on the Revenue 
Acts of 1935 and 1936 made no reference to this section. The Sixth Cir- 
cuit Court in Tri-Lakes S.S. Co. explored the Revenue Act of 1938 ™ for 


49 See note 33 supra. 

502 T.C. 488 (1943) Acq. There were substantial assets in addition to the cash distrib- 
uted. One of the points in controversy was whether income from operations was taxable 
to the parent or the subsidiary inasmuch as the business operations were continued. 

518 T.C. 442 (1947), aff'd, 167 F.2d 214 (6th Cir. 1948). The subsidiary’s plant was 
destroyed by fire. The trustee in liquidation received cash and substantial accounts and 
notes receivable plus some real estate. It is not stated what happened to the realty and 
whether or not the parent continued the business operations. The pleadings apparently 
raised the issues whether or not there was a plan of liquidation and the time of liquidation. 
A decision on the first issue made it unnecessary to decide the second issue. 

5211 T.C. 678, 685 (1948). But see notes 50 and 51 supra, which make this statement 
inapplicable to the instant case. The Court cited Burnside Veneer Co. for the require- 
ments of a plan of liquidation and distribution under section 112(b) (6) (D). 

5311 T.C. 678, 685 (1948). See Fairfield S.S. Corp. v. Comm’r, 157 F.2d 321, 323 

(2d Cir. 1946) : 
“. .. the underlying purpose [of §112(b)(6)] was to permit the union in one corporate 
form of a single business or venture which had theretofore been managed by two corpora- 
tions—. .. . it . . . assumes that the business shall continue and that the liquidation shall 
not be merely a step in winding it up.” 

54 Colgan and Molloy, note 2 supra, at 330-332. 

55 At the time the Tax Court was still following Stimson Mill Co., 46 B.T.A. 141 
(1941), the Commissioner claimed that the sale of stock to a corporate officer to avoid the 
80 per cent control requirement was a tax avoidance measure and had no business purpose. 
The Tax Court allowed the loss on the basis that cash alone is not property. Comm’r v. 
Day and Zimmerman, Inc., P-H T.C. Mem. Dec. 44,247. The Third Circuit Court af- 
firmed on the bona fides of the sale, contrary to the Commissioner’s contention in the Tax 
Court. 151 F.2d 517 (3d Cir. 1945). See note 5 supra. 

56 See note 42 supra. 

57 See note 33 supra. 

58 See note 15 supra. 

59 See note 23 supra. 

60 Sen. Rep. No. 1240, 74th Cong., Ist Sess. (1935) and Sen. Rep. No. 2156, 74th Cong., 
2d Sess. (1936). 

61 52 Srat. 447 (1938). 
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the light shed on section 112(b)(6). While the Finance Committee Re- 
port * stated that cash was “property” when distributed in addition to 
stock and securities, the Court disregarded the qualifying phrase. The 
section 112(b)(7) referred to in the Committee Report * quoted by 
the Court became section 112(b)(8) in conference. Section 112(b) (8), 
which was a cross-reference to section 371 (Supplement R), was intro- 
duced because the current liquidation provisions were not “broad” enough 
to cover many anticipated exchanges.** Supplement R contained very pre- 
cise requirements for the integration of corporate structures pursuant to 
Securities and Exchange Commission orders. The purpose and effect 
of Supplement R was not to exempt gains but to postpone the recognition 
thereof until such time as they might be voluntarily realized. The “busi- 
ness purpose” doctrine of Gregory v. Helvering * as well as the general 
principles relative to tax avoidance and evasion were considered appli- 
cable to section 112(b) (8).°* These principles apply even when the trans- 
actions are in pursuance of S.E.C. orders.® Only one section of Supple- 
ment R permits a non-recognition of receipt of cash.” The illustrations 
of cash received show only a partial cash distribution.” 


CasH As “PROPERTY” 


Property in its broadest sense certainly includes money. However, “no 
word is more loosely used. . . .” In the Halliburton™ opinion from 
which G.C.M. 19435 draws support,* the Ninth Circuit Court cited a 
Supreme Court case * for the proposition that money is property. How- 
ever, in that case the Supreme Court was careful to point out that some- 


62 Sen. Rep. No. 1567, 75th Cong., 3d Sess. (1938). 
83 [bid. 
84 See note 62 supra, at 9. 
65 “$371. Nonrecognition of gain or loss. 
(a) Exchanges of stock or securities only. .. . 
(b) Exchanges of property for property by corporations [cash is specifically ex- 
cluded as nonexempt property by cross reference to section 373(e)(5)].... 
(c) Distribution of stock or securities only. 
(d) Transfers within system group. [This section permits the receipt of property 
including money.]... . 
(e) Exchanges not solely in kind.” 
86 See note 62 supra, at 10. 
87 293 U.S. 465 (1935). 
68 Sen. Rep. No. 1567, 75th Cong., 3d Sess. 29 (1938). 
69 Ibid. 
70 See note 65 supra. 
71 Sen. Rep. No. 1567, 75th Cong., 3d Sess. 34 (1938). 
72 Learned Hand, J., in Shuster v. Helvering, 121 F.2d 643, 645 (2d Cir. 1941). 
78 78 F.2d 265, 268 (9th Cir. 1935). 
74 See note 7 supra. 
75 Pirie vy. Chicago Title and Trust Co., 182 U.S. 438 (1901). 
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times a distinction is made between property and money.” Indeed, in Hal- 
liburton the Court stated quite clearly that cash may be “property” under 
one section of the Internal Revenue Code but not necessarily under another 
section.” 

Clearly when a corporation receives money and issues its stock under 
section 112(b) (5), the purpose of the transaction is to commence, con- 
tinue, or expand. In effect, the corporation by issuing its stock purchases 
an asset, i.e., cash. Exchanging cash for stock does not result in a realizable 
gain or loss to either party in such a transaction. From the standpoint of 
the parent corporation, it amotats rather to a purchase of stock as an in- 
vestment. Without section 112(b)(5) every incorporation would be a 
taxable event. There is, therefore, a good reason for treating cash as 
property in this special instance of corporate organization. But the transi- 
tion from corporate organization to corporate liquidation should not be 
made without at least recognizing the significant intervening event of cor- 
porate operation. When at the end of its cycle of business life a corpora- 
tion distributes cash, and only cash, the investment of its stockholder 
is terminated.”* Gain or loss is then realized, and should be recognized, 
whether the stockholder is an individual or another corporation. The rule 
that cash is property makes sense when the purpose of transferring it is to 
postpone a tax on stock (paper) received on the organization of a section 
112(b) (5) corporation. The rule is fallacious when it results in a com- 
plete avoidance of tax on cash (the most conveniently taxable commodity) 
received on a section 112(b) (6) liquidation. 


A Section 112(b) (6) LiguipaTIoN 1s In Errect A MERGER 


Section 112 is far from a model of clarity and simplicity. It must be 
admitted, however, that there is some plan to the Code. The exceptions of 
section 112 are justified by the expectation that the original business will 
continue as before.” Section 112(b), which deals with exchanges “solely 
in kind,” contemplates both a mere change in the form of ownership ® 
and a continuation of the equity investment rather than its termination. 


76 “We are not unaware that a distinction between money and other property is some- 
times made, but it would be anomalous in the extreme that in a statute which is con- 
cerned with the obligations of debtors and the prevention of preferences to creditors, the 
readiest and most potent instrumentality to give a preference should have been omitted.” 
182 U.S. 438, 443 (1901). In International Investment Corporation, 11 T.C. 678, 681 
(1948) the Tax Court also cited this case. 

77 See note 73 supra. 

78In discussing the elimination of “(other than money)” from the Revenue Act of 
1936, Darrell, Corporate Liquidations and the Federal Income Tax, 89 U. or Pa. L. Rev. 
907, 928 (1941) says: “. . . where the assets . . . consist entirely of cash, . . . the trans- 
action . . . is essentially a closed one.” 

79 Fairfield S.S. Corp. v. Comm’r, 157 F.2d 321 (2d Cir. 1946). 
80 Trenton Cotton Oil Co. v. Comm’r, 147 F.2d 33, 36 (6th Cir. 1945). 
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Thus it is an exception to the general rule applicable to sales or exchanges.** 
Still other sections ** provide for possible recognition where the exchange 
is not “solely in kind” but partly so. An all cash distribution by a subsidi- 
ary is neither wholly nor in part an exchange “in kind.” 

A liquidation of a subsidiary by its parent may generally be described 
as amerger. The assets of the subsidiary are merged into the parent and 
the operations of the subsidiary continue as a branch unit. Where the only 
asset is cash, there is no branch operation to continue. In the popular or 
economic sense such a merger results in a mere change in the form of 
ownership. But where the only asset distributed by the subsidiary is cash, 
there is a permanent transmutation of property. To treat such a liquida- 
tion as a mere change in the form of ownership is to ignore the economic 
history of the subsidiary ** and to consider the liquidation of the subsidiary 
as having occurred, for tax purposes, at the time of organization. 

Individual stockholders and corporate “minority” ** stockholders are ex- 
cluded from the provisions of section 112(b) (6). The different treatment 
accorded to these, who receive cash at the same time and from the same 
transaction as a corporate “majority” stockholder, appears to have no 
reasonable basis unless the tax-free liquidation is regarded as an induce- 
ment to consolidate operations rather than to terminate an investment. The 
effect of present judicial treatment of all cash distributions may be high- 
lighted by the following example: 

Corporations A and P form Corporation X with a capital of $500,000. 
A invests $100,000 for a 20 per cent stock interest and P invests $400,000 
for the remaining 80 per cent stock interest. After several years of very 
successful operation, P decides to liquidate X, which has only cash in the 
amount of $1,000,000. Upon liquidation A will report a long-term capital 
gain of $100,000, while P, which has a gain of $400,000, will report noth- 
ing. Neither A nor P need have been one of the original stockholders. 
Because P owns 80 per cent of the voting stock it will, in most states, have 
sufficient power to vote the liquidation of Corporation X. 


81].R.C. §112(a) : “General Rule-—Upon the sale or exchange of property the entire 
amount of gain or loss, determined under Section 111, shall be recognized, except as here- 
inafter provided in this section.” 

82T.R.C. §§112(c), (d), and (e) are some. 

83 In the “famous” Gregory case the “juristic personality” of a corporation formed for 
no “business purpose” could not be ignored. 69 F.2d 809, 811 (2d Cir. 1934), aff'd, 293 
U.S. 465 (1935). 

84 A less than 80 per cent stockholder. 
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CONCLUSION 


Taxation is one of the methods used to facilitate the effectuation of 
social and economic policies.*° Section 112(b) (6) was enacted *° to sim- 
plify corporate structures of operating companies.*’ Section 112(b) (8) 
was enacted ** to broaden the effect of section 112(b) (6) and to facilitate 
operation of the “death sentence” in the Public Utility Holding Company 
Act of 1935. Section 112(b)(6) is narrower than section 112(b) (8). 
The latter section, in effect, taxes receipt of cash except in one instance,” 
and even then additional property °° must be distributed to meet the under- 
lying purpose. Under this section the purpose of the liquidation ** must 
be considered to determine whether there is a merger of corporate opera- 
tions or a termination of an investment. If it is a merger, section 112(b) 
(8) will apply, but under that section an all cash distribution cannot con- 
stitute a merger.*“ If, on the other hand, the transaction amounts to termi- 
nation of an investment, then the normal tax consequences follow. 

At present a judicial gloss has coated section 112(b) (6). Those courts ® 
which have passed directly on the issue treat an all cash distribution as 
“property” under section 112(b) (6). As matters stand, it is unlikely that 
the issue will reach the Supreme Court. A clarifying amendment is 
needed in order that all cash distributions be treated for what, in reality, 
they are: a termination of an investment resulting in gain or loss.*° 








85 RATNER, AMERICAN TAXATION: ITs History as A SoctaAL Force 1n Democracy 
(1942). 

86 Sec. 110(a), Revenue Act of 1935, 49 Srat. 1014, reenacted in succeeding Revenue 
Acts. 7 

87 Helvering v. Credit Alliance Corp., 316 U.S. 107 (1942). 

88 Revenue Act of 1938, 52 Srar. 447 (1938). 

89 See note 65 supra. 

90In determining a dividend paid credit under section 27(f) of the Revenue Act of 
1936, the Supreme Court noted that the taxpayer in a section 112(b) (6) liquidation had 
received “cash and property” and “Property and money” (emphasis supplied). Helvering 
v. Credit Alliance Corp., 316 U.S. 107, 108, 112 (1942). 

91 Otherwise the references in Sen. Rep. No. 1567, 75th Cong., 3d Sess. to Gregory 
v. Helvering, 293 U.S. 465 (1935) and tax evasion and avoidance are meaningless. 

91a The stockholder must not surrender any stock or securities in the distributing cor- 
poration if he desires to come within the non-recognition provisions of section 371(d) (1). 
Reg. 111, Sec. 29.371-5. 

9283 Conc. Rec. 4928 (1938). 

93 The Tax Court, the Third Circuit Court, and Sixth Circuit Court. 

94 In view of the relative ease with which section 112(b) (6) can be avoided, see note 5 
supra, a taxpayer would be foolish to litigate the issue. Another method to avoid sec- 
tion 112(b) (6) may be by abandonment. See Stimson Mill Co., 137 F.2d 286 (9th Cir. 
1943). There may, however, be a possibility of creating a conflict in the Second Circuit 
Court. See note 53 supra. 

95 See Darrell, note 78 supra. But see dissent of Murdock, J., in International Invest- 
ment Corp., 11 T.C. 678, 686 (1948). 
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Taxes and Politics: The Lessons of 1952 


NORMAN REDLICH 


I. 1947 a distinguished student of the American taxing process wrote, 
“Our tax planning must be done in the democratic way . . . there must 
be free trade in ideas . . . every citizen shares in the responsibility.” * 
These views form the core of our vast internal revenue system. Tax 
scholars join politicians in describing our tax process as democratic and 
in extolling citizens for submitting to strenuous tax laws of their own 
making for the welfare and security of the Republic. Admittedly, the 
days are gone when people could gather at a town meeting and discuss the 
specific rates of taxation to be applied to local property. But it is part of 
our political folk-lore to think that our elected representatives gather in 


| legislatures to perform the task for us, carrying out in detail our general 


wishes on tax matters. Amid astronomical budgets and rising tax rates, 
millions of citizens part with billions of dollars each year in the belief that 
they play a part in the formulation of our tax laws. 

But what role do the people really play? Organized groups know full 
well how to play a part in the drafting of tax measures. They hire econ- 
omists, tax specialists, and publicists who try to influence Congressional 
committees. This process has been adequately described elsewhere.* The 
average taxpayer, however, exerts no such pressure. Theoretically, he 
relies on the ballot box to elect officials who will reflect his views on taxa- 
tion. For this technique to function effectively, however, the voter must 


| know the candidates’ views on tax matters, and, even more important, the 


candidate or his political party must have expressed views which offer the 
voter an intelligent choice. 
The Presidential campaign of 1952 offers an interesting case study to 


| observe this system in operation. Here was the voters’ greatest opportunity 


for democratic decision. Television and the presence of two candidates 
who stirred the nation’s imagination whetted the political appetites of the 


Norman Repiicu (B.A., Williams College; LL.B., Yale Law School) is a member 
of the New York Bar; co-author, Bittker and Redlich, Corporate Liquidations and the 
Income Tax, 5 Tax L. Rev. 437 (1950). 

1PauL, TAXATION FOR Prosperity 448 (1947). 

2? BioucH, THE FepERAL TAXING Process 18-43 (1952) ; Key, PottticAL PartTIEs AND 
PressurE Groups (1947). Mr. Blough’s analysis of pressure groups is the only specific 
description of pressure group activity in the tax field. ; 
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people as seldom before in American history. Political commentators pre- | must 
dicted accurately that the campaign of 1952 would provide the American | ynder 
people with an unprecedented opportunity to know the views of the oppos- — cann 


ing candidates. Since record peace-time taxes were affecting the American | pill, t 
voter as were few other forms of governmental activity, this should have | pysin 
been one of the issues upon which the American people made their choice | work 
last November. limit - 

What in fact happened? What issues were discussed? Were they dis- pe dex 
cussed intelligently? If not, why? Were the important issues discussed at _hijbiti: 
all? What can students of taxation learn from the 1952 experience? What he sai 
light does it cast on the role of American voters and political parties in — ernme 


the formulation and administration of tax laws? As 
other 

THE Issues CONSIDERED delega 

forme 


1. The Level of Taxation. Certainly the most widely discussed tax 





issue was the high level of taxation. It was part of almost every Republi- | "OU" 
can’s oratorical arsenal to denounce the present level of taxation as destruc- them ; 
tive of incentive and as having almost reached the point of outright confis-  "° def 
cation. Depending on the irresponsibility of the speaker, various amounts | until t 
of tax reduction were promised at various dates in the future. There is must | 
little doubt that the Republicans succeeded in making this an effective proble 
campaign issue. As 
When General Eisenhower returned to Abilene on June 4, 1952, the | cessive 
battle with Senator Taft for the Republican nomination was joined in first tr 
earnest. Almost immediately they engaged in a multi-billion dollar compe- — V!8°F | 
tition to reduce the load of the American taxpayer. Having accused the 6N. } 
Administration in his Abilene address of imposing tax rates that were ™N.Y 
“destroying incentives,” * General Eisenhower one week later told the New we ‘ 
York delegation to the Republican national convention that taxes could be | ® Ibid. 
cut 40 billion dollars during the next two or three years if the Russian 10 Id. 
threat to peace were dispelled.* Senator Taft, who had been talking only se of 
ropone 


in terms of a 15 per cent cut or about ten billion dollars,” was unwilling to re ty 


top General Eisenhower’s figure but pointed out instead that the General | a constit 
——____— 11 
3N. Y. Times, June 5, 1952, p. 16, col. 3-4. 12 “f 
4N. Y. Times, June 12, 1952, p. 1, col. 4. Despite the barrage of criticism brought forth 18 See 
by this statement, General Eisenhower reiterated a few days later that he would aim for a tained fi 
30 to 40 billion dollar tax cut. N. Y. Times, June 16, 1952, p. 9, col. 1. As the criticism from tures mt 
both Republicans and Democrats mounted, however, General Eisenhower issued a “clari- freedom 
fying” statement in which he said he was referring only to a 40 billion dollar cut in 4, hater 
expenditures and not in taxes. N. Y. Times, June 20, 1952, p. 1, col. 7. The various uN. 7 
estimates of tax reduction mentioned by the ultimate Republican nominee throughout the — Southern 
campaign were a source of constant controversy. used wit} 
5N. Y. Times, June 8, 1952, p. 64, col. 3. were qui 
1952, p. 1 











| 
| 








1953] TAXES AND POLITICS: THE LESSONS OF 1952 383 


must have been misquoted, since a 40 billion dollar cut was inconceivable 
under any circumstances.° Although the chief contenders for the Republi- 
can nomination were at odds on how much had to be trimmed from the tax 
bill, they both agreed that the current level of taxes was ruining American 
business because people no longer had incentives to invest, experiment, and 
work.” In stating what the limit should be, Senator Taft said he would 
limit federal expenditures to 25 per cent of the national income.* Although 
he declared himself opposed to the proposed constitutional amendment pro- 
hibiting the taxing of more than 25 per cent of an individual’s income,’ 
he said that the trend toward socialism would never be stopped if the Gov- 
ernment continued to tax above this level.*° 

As the Republican Convention approached, tax burdens as well as most 
other issues were shunted into the background by the battle over contested 
delegates. At.the Convention, however, all the major speakers, including 
former President Hoover ** and General MacArthur,” vigorously de- 
nounced current tax rates and the waste and confusion which had brought 
them about. Although the tax plank of the Republican platform offered 
no definite proposals, it did strike a note which had been heard only faintly 
until then. It linked taxes and expenditures by asserting that expenditures 
must be reduced so that taxes might be lowered.** This at least placed the 
problem of tax burdens in proper perspective. 

As the campaign wore on, the Republicans developed the theme of ex- 
cessive taxation with great dramatic intensity. General Eisenhower on his 
first trip south produced the now-famous egg and denounced with great 
vigor the fact that it contained 100 concealed taxes.** In Indianapolis, he 


®N. Y. Times, June 20, 1952, p. 1, col. 7. 

™N. Y. Times, June 13, 1952, p. 15, col. 1; N. Y. Times, June 8, 1952, p. 63, col. 1; [bid., 
p. 64, col. 3. 

8N. Y. Times, June 13, 1952, p. 14, col. 8. 

9 bid. 

10 Jd. at p. 15, col. 1. It is significant that no responsible politician declared himself in 
favor of the proposed amendment to place a 25 per cent ceiling on the federal income tax. 
Proponents of this measure have engaged in a surprisingly successful campaign and have 
induced approximately twenty state legislatures to pass resolutions urging Congress to call 
a constitutional convention for purposes of enacting the amendment. 

11N. Y. Times, July 9, 1952, p. 20, col. 6. 

12N, Y. Times, July 8, 1952, p. 18, col. 3. 

18 See N. Y. Times, July 11, 1952, p. 8 for the text of the Republican platform. It con- 
tained five tax points: (1) Taxes are the “most confiscatory in history”; (2) Expendi- 
tures must be reduced so taxes can be lowered; (3) The states should be given more 
freedom in the tax field; (4) There must be a revision of the current “hodge-podge” in 
the internal revenue laws; (5) The tax laws must be administered free of corruption. 

14N, Y. Times, Sept. 4, 1952, p. 20, col. 5. In Birmingham, Little Rock, and other 
Southern cities this’ illustrative technique, which critics dubbed “The Egg and Ike,” was 
used with great effect. See also N. Y. Times, Sept. 16, 1952, p. 24, col. 2. The Democrats 
were quick to reply that there was no federal excise tax on eggs. N. Y, Times, Sept. 18, 
1952, p. 18, col. 6. 
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blasted the “10 per cent tax on this, 20 per cent tax on that, a whole in- 
visible blanket of taxes on everything we buy.” ** At Morningside Heights 


| 


' 


in New York on September 12, General Eisenhower agreed with Senator | 


Taft that a free economy was impossible if the tax burden exceeded 25 per 
cent of the national income.*® 

When Senator Taft entered the Republican campaign, he devoted an 
entire speech to the dire economic consequences of high taxes. In the cam. 


paign’s most detailed exposition of this thesis, Senator Taft made these , 


points : ** 


(1) Taxes deprived people of the freedom to spend money. 


(2) Taxes increased the price of goods when levied in the form of | 


excises. 

(3) Taxes reduced the take-home pay of every worker. 

(4) Taxes were making it impossible to start a new business. 

(5) Burdensome taxes are inflationary. They stifle initiative, reduce 
the total tax collections, and make it impossible to balance the budget. 


This analysis reveals the type of general material that was presented 


to the American people on the question of high taxes. The first three points | 


state merely that a tax is a tax. The fourth point is at least open to ques- 
tion in light of the experience of American business in the last few years, 
and the fifth point is questionable at best. Typical of this approach to the 
issue was the failure to relate expenditures to taxation and to point out 
how expenditures would be cut. 

Although specific amounts of tax cutting were promised frequently by 
the Republicans during the two months of intense campaigning,”® few 
suggestions were made as to the reduction of government expenditures. 
General Eisenhower said he would use an “axe” *° to cut unnecessary ex- 


penses from the military budget and a “broom” ** to sweep away those who | 


were wasting the taxpayer’s money, but except on a few occasions *° it was 


15 N. Y. Times, Sept. 10, 1952, p. 19, col. 3. 

16N. Y. Times, Sept. 13, 1952, p. 6, col. 3. 

17N. Y. Times, Sept. 18, 1952, p. 25, col. 1. 

18 Forty per cent of the business firms now doing business are less than four years old. 
This would indicate that taxes have not completely impeded the start of new business. 
Churchill, Survival Patterns of the Post-War Business Population, Survey oF CURRENT 
Business 12 (U. S. Dep’t Commerce, Dec. 1952). 

19 See notes 4-6 supra. See also N. Y. Times, Sept. 18, 1952, p. 25, col. 1 (Senator Tait 
promises 13 per cent reduction in 1954) ; N. Y. Times, Oct. 3, 1952, p. 16, col. 7 (General 
Eisenhower says he will cut spending 21 billion dollars in four years). 

20N. Y. Times, Sept. 27, 1952, p. 10, col. 2. 

21N. Y. Times, Oct. 24, 1952, p. 12, col. 8. 

22 On several occasions General Eisenhower and his supporters indicated that the first 
step toward the lowering of taxes was a balanced budget. E.g., N. Y. Times, Oct. 8, 1952. 
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the strategy of the Republicans to hit at the problem of high taxes as a 
separate issue without relating it to the problem of reducing expendi- 
tures.** This strategy was ultimately to cause some embarrassment to the 
new Republican Administration. 

In contrast to the importance which the Republicans attached to the 
issue of high taxes, the Democrats made every effort to under-play it. It 
is probably fair to say that the Democrats would never have mentioned 
the word “taxes”’ at all had the Republicans not taken the initiative. Prior 
to the convention Averell Harriman,* Senator Richard Russell,”* and 
President Truman ** emphasized that taxes were high because of the exter- 
nal threat of Soviet communism and would remain high until that threat 
was dispelled. President Truman, secure in the knowledge that he was 
not a candidate, even suggested that taxes should be raised rather than 
lowered.” The general pattern of the Democratic answer to the Republi- 
can charge of high taxes was to accuse their opponents of irresponsibility 
in advocating drastic reductions in taxes before the defense program had 


p. 23, col. 4; N. Y. Times, Oct. 21, 1952, p. 24, col. 5; N. Y. Times, Oct. 23, 1952, p. 26, 
col. 3. It would be unfair, therefore, to accuse the Republicans of ignoring completely the 
relationship between expenditures and taxes. Certainly the constant references by Gen- 
eral Eisenhower to waste and extravagance as a cause for high taxes were a recognition 
of this relationship. N. Y. Times, Sept. 24, 1952, p. 24, col. 2; N. Y. Times, Sept. 4, 1952, 
p. 20, col. 1-3. What marked the Republican campaign on this issue, however, was the man- 
ner in which it was presented. The emphasis was on tax reduction per se (see note 23 
infra), and little was said about specific ways to reduce expenditures. 

23 See, e.g., N. Y. Times, Aug. 6, 1952, p. 16, col. 5-6 (Eisenhower, in Los Angeles, 
promises to protect earnings and savings from high taxes and high prices) ; N. Y. Times, 
Sept. 3, 1952, p. 22, col. 1-8 (Eisenhower, in Southern tour, pledges reduction of taxes) ; 
N. Y. Times, Sept. 4, 1952, p. 20, col. 1-8 (Eisenhower, completing tour of South, attacks 
Democrats for imposing high tax burdens) ; N. Y. Times, Sept. 10, 1952, p. 19, col. 3 
(Eisenhower, in Indianapolis, denounces taxes “on almost everything we buy”); N. Y. 
Times, Sept. 14, 1952, p. 24, col. 1-8 (Eisenhower, in whistle-stop speeches, calls for lower 
federal taxes) ; N. Y. Times, Oct. 1, 1952, p. 29, col. 2 (Eisenhower charges that May 9, 
1952 was first day of year in which every cent of person’s income did not go into taxes 
of some kind); N. Y. Times, Oct. 3, 1952, p. 16, col. 1-8 (Eisenhower again attacks 
Democrats for high taxes); N. Y. Times, Oct. 14, 1952, p. 26, col. 7 (Eisenhower, in 
New Orleans, says, “We will reduce the double toll of high prices and high taxes”) ; 
N. Y. Times, Oct. 18, 1952, p. 13, col. 2-3 (Senator Byrd, in supporting Eisenhower, 
accuses Truman Administration of imposing high taxes through reckless spending). 

The above list of utterances of this nature is not meant to be exhaustive. The same 
theme was followed by Senator Nixon, Senator Taft, and most of the other leading 
Republican spokesmen. In this connection it should be pointed out that General Eisen- 
hower frequently mentioned the fact that the Republican 80th Congress was the only 
Congress in recent history to reduce taxes. N. Y. Times, Sept. 16, 1952, p. 24, col. 2. 

24N. Y. Times, June 14, 1952, p. 11, col. 4 (tax reduction and security do not mix) ; 
N. Y. Times, June 21, 1952, p. 9, col. 5; N. Y. Times, June 23, 1952, p. 11, col. 4. 

25 .N. Y. Times, June 28, 1952, p. 1, col. 6. 

26N. Y. Times, June 20, 1952, p. 1, col. 7. 

27 Ibid. 
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achieved its objective.** Governor Adlai E. Stevenson of Illinois, the ulti- 
mate nominee, sounded this note early in the convention when he said, 
“Peace and security are the only certainty of lower taxes.” *° 

Although Democratic Convention oratory largely ignored the tax ques- 
tion, the Democratic platform was quite specific.*° It stated unequivocally 
that the Democrats favored “pay as you go taxation” to keep the national 
debt from rising and to reduce “the excess money pressure on goods and 
services.” Since the budget for the fiscal year starting in June, 1953 en- 
visaged a nine billion deficit at existing tax rates,” this may have been an 
indirect way of advocating a tax increase. On the question of future tax 
reduction the platform pledged reductions “as soon as defense require- 
ments permit,” but promised that “we will not imperil our nation’s security 
by making reckless promises to reduce taxes.” *” 

This approach to the problem of tax reduction was maintained through- 
out the campaign by Governor Stevenson. It was the natural position to 
be taken by a candidate defending the record of an Administration which 
had imposed record peace-time taxes in order to finance a gigantic defense 
program and a war in Korea. The Democratic nominee stated on Sep- 
tember 9 that the only way to cut taxes was to develop American strength 
and end the arms race.** This message was reiterated in several later 
speeches,** particularly in his anti-inflation address in Baltimore on Sep- 
tember 23 when he said flatly that there would be no tax reduction until 
the budget was balanced.*® But the constant Republican claim that Demo- 
cratic extravagance was leading to higher taxes forced Governor Steven- 
son, a few nights later, to shift his emphasis slightly. Instead of assuming, 
as he had previously, that the only answer to tax reduction was the end 
of the arms race, the Democratic candidate devoted an entire speech to 
setting forth a general approach to be followed in reducing government ex- 
penditures even with the existence of an arms program.** And in St. Louis 


28 See note 38 infra. 

29 Quoted from Governor Stevenson’s opening address to the Democratic Convention. 
N. Y. Times, July 21, 1952, p. 12, col. 5. 

30N. Y. Times, July 24, 1952, pp. 16-17. 

31 N. Y. Times, Jan. 10, 1953, p. 1, col. 8. 

382.N, Y. Times, July 24, 1952, p. 16, col. 4. 

33 N. Y. Times, Sept. 10, 1952, p. 20, col. 1. 

34 See note 38 infra. 

35 N. Y. Times, Sept. 24, 1952, p. 26 (taxes must be adjusted to national security). 

86 N. Y. Times, Sept. 27, 1952, p. 11, col. 5-6. Stating that taxes would be high until 
the arms program is ended, Stevenson said that steps could still be taken to reduce 
expenditures. These include: bring good men to Washington, give them authority to 
run their own departments efficiently, watch every appropriation carefully, and allocate 
every possible expense to the states. While both Governor Stevenson and General 
Eisenhower spoke of cutting expenditures, their different approaches symbolized their 
Parties’ attitudes toward the problem of high taxes. General Eisenhower’s position was 
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on October 9, Governor Stevenson pledged a review of the tax structure 
“with an eye toward the effect of taxes on incentives to produce and invest, 
on the ability to consume . . . and on the need for a balanced budget.” * 
For the most part, however, the Democratic position on high tax levels re- 
mained constant.** It was summed up by Governor Stevenson in his first 
fireside chat when he said that we would continue paying high taxes for as 
long as we had to.*° 

Thus, while both parties recognized the relation between high taxes and 
defense, the difference in emphasis made this issue a hot one politically. 
To the Democratic claim that Russia dictated our tax bill, the Republicans 
answered that taxes were confiscatory, were destroying initiative, and 
could be reduced through drastic government economy and by eventual 
easing of world tensions. 

In evaluating the political treatment of this issue, the only clear fact to 
emerge was that regardless of which side would win, the judgment of the 
electorate on tax policy would be somewhat uncertain. Although the 
Republicans emphasized that taxes were high, they left the door open for 
considerable delay in reductions.*® And although the Democrats seemed 
to indicate that they would not tamper with the present tax rates, they 
also agreed that taxes were high and should be reduced at the earliest mo- 
ment consistent with our defense needs.** The extent of this uncertainty is 


that economies could reduce taxes (see note 22 supra), while Governor Stevenson main- 
tained that despite any economies he could bring about, taxes would remain high. 

37 N. Y. Times, Oct. 10, 1952, p. 17, col. 7. 

38 See, e.g., N. Y. Times, July 31, 1952, p. 1, col. 8 (Stevenson, in press conference, says 
irresponsible promises of tax reduction are misleading) ; N. Y. Times, Oct. 4, 1952, p. 10, 
col. 2 (Stevenson attacks Eisenhower for promising to cut taxes and strengthen the armed 
forces at same time) ; N. Y. Times, Oct. 8, 1952, p. 16, col. 7 (President Truman says we 
cannot have defense program without high taxes) ; N. Y. Times, Oct. 8, 1952, p. 24, col. 2 
(Stevenson says taxes are necessary part of defense program); N. Y. Times, Oct. 18, 
1952, p. 10, col. 1 (Stevenson attacks Republicans for promising tax cuts) ; N. Y. Times, 
Oct. 18, 1952, p. 12, col. 2 (Truman takes same position) ; N. Y. Times, Oct. 19, 1952, 
p. 82, col. 3 (Stevenson, speaking at The Alamo, says we cannot have lower taxes and 
defense) ; N. Y. Times, Oct. 23, 1952, p. 24, col. 6 (Truman, in Pittsburgh, accuses Eisen- 
hower of making “political capital out of the high taxes we are paying for defense”). 

89 N. Y. Times, Sept. 30, 1952, p. 1, col. 2. 

40 N. Y. Times, Sept. 18, 1952, p. 25, col. 1 (Senator Taft promises reduction in 1954) ; 
N. Y. Times, Oct. 3, 1952, p. 16, col. 7 (General Eisenhower says that in four years 
spending can be reduced 21 billion dollars, after which taxes can be lowered); N. Y. 
Times, Oct. 8, 1952, p. 23, col. 4 (Eisenhower says first purpose of the “crusade” is to 
reduce taxes, but warns it cannot be done right away). 

41 The Democratic platform stated, “As rapidly as defense requirements permit we 
favor reducing taxes.” N. Y. Times, July 24, 1952, p. 16, col. 4. Even before the con- 
vention, candidate Averell Harriman qualified some of his earlier statements by saying 
that in a “couple of years” we might be able to reduce taxes. N. Y. Times, July 14, 1952, 
p. 9, col. 1. James Reston of the New York Times reported on August 10 that Governor 
Stevenson felt there could be a cut in rearmament expenditures by 1954. N. Y. Times, 
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revealed by the split which occurred in the Republican ranks immediately 
after the new Administration took office. Chairman Reed of the House 
Ways and Means Committee introduced legislation reducing personal in- 
come taxes by 11 per cent starting June 30, 1953,** while President Eisen- 
hower at his first press conference made it clear that there would be no 
reduction in taxes until a balanced budget was in sight.** When President 
Eisenhower stood firm, Representative Reed accused him of breaking 
campaign pledges.** Both men undoubtedly felt they were reflecting the 
will of the electorate and both could find ample support in the record of 
the campaign. 

But the most discouraging aspect of the whole discussion was the fact 
that the argument was really settled before it began. Given a full-employ- 
ment economy in which both parties agree that the budget should be as 
nearly balanced as possible, it is clear that the tax level is determined by 
the level of federal expenditures. To wage the campaign on the issue of 
where to cut expenditures, however, would not have engendered much dis- 
pute, since both sides were nominally in general agreement as to America’s 
commitments to the free world. Thus, despite all the oratory, there was 
no question that taxes would remain high. To the extent that both parties 
tacitly accepted America’s role in world affairs, they settled the tax issue 
without giving the people a choice. The rest was political bombast. That 
the Democrats treated the tax question with more responsibility than the 
Republicans is due less to a higher level of political morality than to the 
fact that as the “ins” they had to defend the existing tax structure. And 
in defending this structure Governor Stevenson unquestionably improved 
the public’s understanding of the reason for high taxes. In this respect the 
political treatment of the question of high taxes was not a total loss. 

2. Corruption in the Internal Revenue Bureau and Justice Department. 
Lurking in the background during the entire campaign were the investiga- 
tions of the King Subcommittee ** into the activities of the Bureau of In- 
ternal Revenue and the Chelf Subcommittee ** into the tax enforcement 
policies of the Department of Justice. The Republicans, armed with ready- 
made weapons and shooting at convenient targets, were able constantly to 
keep the Democrats on the defensive. The tax plank in the Republican 


Aug. 10, 1952, p. 1, col. 2-3. See also, N. Y. Times, Sept. 16, 1952, p. 1 (Stevenson sees 
“possibility” of tax reduction by fiscal year 1955). 

42.N. Y. Times, Feb. 1, 1953, Sec. 4, p. 2, col. 2. 

43 N. Y. Times, Feb. 18, 1953, p. 1, col. 8. 

43a N. Y. Herald Tribune, Mar. 20, 1953, p. 1, col. 1. 

44 King Subcommittee on Administration of the Internal Revenue Laws of the House 
Committee on Ways and Means. 

45 Chelf Subcommittee on Administration of the Department of Justice of the House 
Judiciary Committee. 
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platform called for the administration of the tax laws free from corrup- 
tion.** By contrast, the Democratic platform contained nothing specific on 
the question of tax administration.*7 General Eisenhower employed the 
technique of citing specific instances of corruption in the collection of 
taxes.*® And he repeatedly told of a woman who had written asking him 
to make sure that her tax money reached Washington.*® Corruption was 
seen as one reason why taxes were so high.*® If the Republicans tended 
to exaggerate the effects and extent of corruption in the administration 
of the tax laws,” this is certainly an understandable position for an opposi- 
tion party which has been handed so neat an issue. 

As might have been expected, the “ins” answered these attacks with the 
truism that corruption is non-partisan ©’ and that the businessman giving 
the bribe is as guilty as the agent who accepts it.°* Governor Stevenson 
also argued that the Democrats themselves had uncovered the scandals 
which the Republicans were using so effectively.** But it was hard for a 
nation of taxpayers to accept this slightly Olympian view of internal rev- 
enue corruption. The election of 1952 taught both parties that at a time 
when more people are paying more taxes than ever before, corruption in 
the administration of the tax laws can be a politically explosive issue of 
the first magnitude. 


THE Issues IGNORED 


If elections are supposed to provide policy-makers with a key to the 
thinking of the electorate,” it is indeed unfortunate that the only two tax 


46N. Y. Times, July 11, 1952, p. 8, col. 4. 

47 The Democratic platform countered the Republican charge by deploring “smear 
attacks on the character and reputation of our Federal workers.” N. Y. Times, July 24, 
1952, p. 17, col. 7. 

48 General Eisenhower used this technique in the early stages of the campaign. N. Y. 
Times, Sept. 3, 1952, p. 22, col. 1-8; N. Y. Times, Sept. 4, 1952, p. 1, col. 8; Jd. at p. 20, 
col. 1-8. 

49N. Y. Times, Oct. 18, 1952, p. 8, col. 7; N. Y. Times, Oct. 5, 1952, p. 80, col. 6. 

50N. Y. Times, Oct. 5, 1952, p. 80, col. 6; N. Y. Times, Oct. 21, 1952, p. 24, col. 5. 

51 Jt is doubtful, for example, that high taxes were really caused by corruption in the 
Internal Revenue Bureau, or that the scandals unearthed by the King and Chelf Sub- 
committees were “the most gigantic organized system of swindling . . . ever perpetrated.” 
Speech by Thomas E. Dewey, N. Y. Times, Oct. 25, 1952, p. 10, col. 8. 

52 Governor Stevenson, in his acceptance speech, said, “If our fear is corruption, do you 
believe with Charles Evans Hughes that guilt is personal and knows no party?” STEVEN- 
son, SPEECHES 20 (1952). 

58 STEVENSON, SPEECHES 31 (1952): “I can fire the inspector if I can catch him. But 
I can’t fire the businessman.” 

54 Ibid. 

55“The making of choices and compromises among the aspirations of the individuals 
and groups of the community or nation is the function of politics in its fundamental sense, 
because these are the choices that the people should make, either directly or through their 
responsible political representatives.” Bioucu, THe Feperat TAxinc Process 11 (1952). 
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issues discussed at any length during the campaign were so vague and 
broad as to be utterly useless for this purpose. In analyzing the political 
treatment of tax policy, it is obvious that the issues discussed by our politi- 
cal parties were dwarfed by the issues ignored. Roy M. Blough, in his 
recent book, The Federal Taxing Process, lists sixty-seven major tax 
issues which confront the makers of current tax policy.** It can be said 
safely that not one of these became a real issue in the 1952 campaign. 
Following are a few examples and the extent to which they were treated. 

1. Corporate Excess Profits Tax. This tax, which was destined to be- 
come a controversial issue shortly after the election because of its early ex- 
piration date, was mentioned favorably in the Democratic platform. No 
pledge was made to retain it, however. Nothing was said by the Demo- 
cratic speakers until September 18, when Secretary of Commerce Charles 
Sawyer urged that the tax be allowed to die on schedule on June 30, 1953, 
provided our revenue needs did not require such a tax.®* Neither Presi- 
dential candidate discussed the tax, nor was it mentioned in any of the 
speeches reported in the press. The Republican platform was silent on the 
subject as were the Republican speech-makers. 

2. Federal Sales Tax. This tax is frequently urged as an excellent anti- 
inflation device.” It is traditionally fought by labor and consumer groups. 
The Democratic platform specifically opposed a general federal sales tax.” 
During the hearings held by the Republican platform committee, a federal 
sales tax was urged by a representative of the National Association of 
Manufacturers,” but the platform was silent on this issue. So were the 
campaigners of both parties. , 

3. Tax Loopholes. Although the phrase “tax loopholes” appeared oc- 
casionally during the campaign, mostly in speeches of Democrats,” the 
issue has been classified as “ignored” for purposes of this analysis. Not 
one specific tax loophole was prominently mentioned by a speaker of 
either party. In general terms the Democratic platform stated, ““We pledge 
continued efforts to the elimination of remaining (tax) loopholes.” °° This 
phrase received no elaboration during the campaign although it was re- 


56 Jd. at 307-351. 

57 “We adhere to the principle of ability to pay. We have enacted an emergency excess 
profits tax . .. and have vigorously attacked special tax privileges.” Democratic plat- 
form, N. Y. Times, July 24, 1952, p. 16, col. 4. 

58N. Y. Times, Sept. 19, 1952, p. 10, col. 3. 

59 BLoucH, THE FepERAL TAXING Process 346 (1952). 

60 “We oppose a federal general sales tax.”” Democratic platform, N. Y. Times, July 24, 
1952, p. 16, col. 4. 

61 N. Y, Times, July 2, 1952, p. 20, col. 2-3. 

62 N. Y. Times, June 7, 1952, p. 10 (Candidate Averell Harriman says loopholes in our 
tax laws must be plugged). See N. Y. Times, Oct. 1, 1952, p. 26, col. 6. 

63 N. Y. Times, July 24, 1952, p. 16, col. 4. 


' 


— 


———— 








1953] 


peatec 
the R 
Repul 
4. 
the pc 
form 
ised tl 
for pe 
subjec 
in the 
appea: 
discus 
5. ¢ 
issues 
shoul 
to ex] 
double 
securi 
ness? ' 
a peric 
deduct 
extenc 
Wh 
group: 
people 
signed 
“ins,” 
Sur 
thinkit 
the pe 





64 N, 
85 N, 
made th 
66 Th 
on one ¢ 
N. Y. T 
87 Bot 
cans, in 
July 11, 
small bt 
88 The 
crats da 
“Dunitiv 
°° Bio 


1953] TAXES AND POLITICS: THE LESSONS OF 1952 391 


peated several times, most notably by President Truman when he accused 
the Republicans of voting for all the loopholes in our revenue laws.** The 
Republican platform and campaign said nothing on the subject. 

4. Who Should Get Tax Relief First? In the heat of the debate over 
the possibility of lowering taxes, a brief statement in the Democratic plat- 
form relating to this issue was ignored even by the Democrats. It prom- 
ised that when tax reductions prove possible, the first reductions would be 
for people with low incomes.*° The Republican platform was silent on the 
subject of who should get relief first. The issue was mentioned neither 
in the Conventions nor in the subsequent campaign,” although it would 
appear that :t might have been politically more fruitful than the general 
discussion of high tax burdens. 

5. Other Significant Tax Issues Ignored. These are some of the tax 
issues which might have been debated but were completely ignored: What 
should be done about the 11 per cent increase in personal rates scheduled 
to expire on December 31, 1953? Should anything be done about the 
double taxation of corporate dividends? Should income from municipal 
securities be taxed? Should there be a special tax program for small busi- 
ness? °? Should there be a provision for averaging personal income over 
a period of several years? Should farm cooperatives be allowed to continue 
deducting patronage dividends from taxable income? The list could be 
extended considerably. 

When these issues arise before Congressional committees, interested 
groups will rush to testify,°° but in last autumn’s direct contest for the 
people’s votes, these and other issues were forgotten and taxes were as- 
signed their traditional role as a club with which the “outs” belabor the 


“ ” 


ins, 


Surprisingly, however, it was not alone the politicians who were not 
thinking about tax issues. Since the candidates did not mention the issues, 
the people were ignorant of them also. When the Americans for Demo- 


64N, Y. Times, Oct. 1, 1952, p. 26, col. 6. 

85 N. Y. Times, July 24, 1952, p. 16, col. 4. Prior to the convention, Mr. Harriman had 
made the same point. N. Y. Times, June 7, 1952, p. 10, col. 3. 

86 The only Republican reference on this point was a negative one. General Eisenhower, 
on one occasion, denied that he planned to reduce management’s taxes before those of labor. 
N. Y. Times, Oct. 21, 1952, p. 24, col. 2. 

87 Both platforms vaguely referred to the tax problems of small business. The Republi- 
cans, in their small business plank, promised to eliminate “tax abuses” (N. Y. Times, 
July 11, 1952, p. 8, col. 4), while the Democratic platform promised “tax incentives” for 
small business (N. Y. Times, July 24, 1952, p. 16, col. 8). 

88 The Republicans completely ignored this politically explosive issue, while the Demo- 
crats danced neatly around it by pledging in their platform to protect cooperatives from 
“punitive taxation.” N. Y. Times, July 24, 1952, p. 16, col. 5. 

69 BLtoucH, THE FEDERAL TAXING Process 18-43 (1952). 
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cratic Action, a supposedly alert group of independent liberals, threw their 
support behind Governor Stevenson, they issued a statement setting forth 
the major issues which compelled their choice. Tax policy was not one of 


them.” Periodically, The New York Times would receive reports from its , 


correspondents throughout the country indicating the issues which seemed 
to influence the average voter. Taxation was rarely mentioned.” In fact, 
the politicians may have been more concerned than the people were with 
the problem of high taxes. 


HISTORICAL PERSPECTIVE 


A brief excursion into history ™ reveals that 1952 was fairly typical, 
Internal revenue issues have rarely been discussed in Presidential elec- 
tions. For the first 100 years of the Republic, the tariff was a source of 


great dispute between the Democrats and the various forerunners of the , 


modern Republican Party.”* It was not until after the Civil War that tax 
issues as we know them attained any significance. In 1872 the Republicans 
advocated repealing the war-time income tax,” and this issue probably con. 
tributed to their victory in the election. During the latter part of the 19th 
century the personal income tax became an important political issue. Al- 
though the Democratic Party was assumed to favor a personal income tax, | 
there was no plank to that effect in the Democratic platforms until after the 
Pollock * decision. Due to the Populists’ influence, in 1896 the Democrats 
declared themselves in favor of a graduated personal income tax.” This 
stand was repeated in both subsequent campaigns of William Jennings 
Bryan for the Presidency.” Once the Sixteenth Amendment was adopted 
and income taxes were levied, however, both parties started advocating 
tax reductions and this has been the general pattern ever since. Party 
platforms throughout the 1920s and 1930s urged tax reductions.”* The 
Democratic platform of 1952 was exceptional in that it defended high 
taxes and pledged reduction only at a vague time in the future. Of! 
course, the classic example of the general rule was the Democratic plat- 


70N. Y. Times, Aug. 18, 1952, p. 12, col. 4-5. 

71 N. Y. Times, Sept. 14, 1952, Sec. 4, p. 7, col. 1-8; N. Y. Times, Oct. 12, 1952, p. 15, 
col. 1-7; N. Y. Times, Oct. 23, 1952 p. 14, col. 3-6. 

72 The material for this section is derived from RATNER, AMERICAN TAXATION (1942) 
and SuRREY AND WARREN, FEDERAL INCOME TAXATION; CASES AND MatenrtAts 1-23 
(1950). 

73 RATNER, op. cit. supra note 72, at 36-38, 40-42. 

74 Td. at 134-5. 

75 Pollock v. Farmers’ Loan and Trust Co., 157 U.S. 429 (1895). 

76 RATNER, op. cit. supra note 72, at 215-9. 

*T Id. 240-244, 266-267, 269; SuRREY AND WARREN, Op. cit. supra note 72, at 9. 

78 RATNER, op. cit. supra note 72, at 422-424, 434-435, 451-453. 





195. 


fort 
aim 

NY 
Pop 
fede 
these 
high 


W 
ess? 
the ir 
bility 

Of 
plicat 
voter: 
reorg: 
sues f 
swer. 
electot 
ers, T 
in for 

concep 
be low 
the sig 
Rather 
for int 

Ano 
affects 
Hardly 
ica *? w 
corporz 
by ane 
It is no 
the poli 

The 1 


make tk 





79 Td. at 
80 7d. at 
81 Jd. at 
82 See ( 





—_ oF OOO 


- -- 


942) 
1-23 


1953] TAXES AND POLITICS: THE LESSONS OF 1952 393 


form of 1932, which pledged lower taxes and lower expenditures with the 
aim of achieving a balanced budget.” 

Minority parties have taken far more definite stands on tax issues. The 
Populists and the Socialist Labor Party, for example, were advocating 
federal income and inheritance taxes before the Democrats even considered 
these measures.*° And the Progressive Party of the 1920s advocated 
higher corporate rates and lower taxes for the consumer.* 


Wuy? 


Why is it that the important tax issues are ignored in our electoral proc- 
ess? Why is the discussion confined to general political harangues about 
the inherent evils of high taxes on the one side and charges of irresponsi- 
bility on the other? Several explanations are usually offered. 

Of these, the most widespread is the belief that tax issues are too com- 
plicated for the average voter to comprehend. In part this is true. The 
voters could hardly be asked to consider whether spin-offs in corporate 
reorganizations should be considered tax-free exchanges. Other tax is- 
sues fall into this category. But it is hard to accept this as a complete an- 
swer. There are many tax issues which voters can understand. If the 
electorate is assumed to understand questions like price supports for farm- 
ers, Tidelands oil, FEPC, and the desirability of the containment theory 
in foreign policy, there is no reason why they could not understand the 
concept of an excess profits tax or the question whether tax rates should 
be lowered by raising the personal exemption. If voters do not understand 
the significant tax issues, it is not because the issues are too complicated. 
Rather it is because the issues have never been presented to the electorate 
for intelligent discussion. 

Another explanation which might be offered is that no single tax issue 
affects enough voters to justify parties or candidates in taking a stand. 
Hardly! There are an estimated four million small businessmen in Amer- 
ica ** who would be extremely interested in the possibility of a graduated 
corporate income tax. There are millions of wage earners who would profit 


§ by an earned income credit similar to the one which existed in the 1930s. 


It is not because of lack of widespread interest that tax issues remain in 
the political background. 


The real reasons are two-fold: the interested groups have no desire to 


| make their particular proposal the property of one party, and, more im- 


79 Id. at 451-453. 
80 Jd, at 215-219. 
81 Id. at 422-424. 
82. See Churchill, supra note 18. 
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portant, both Republicans and Democrats believe that these are issues 
which broadly-based political parties had best leave alone. 

Tax proposals are traditionally put forward by individuals or groups 
who represent an economic interest but who will happily accept favors 
from any administration, Republican or Democratic.** Occasionally a 
political platform will take a firm stand on a particular tax measure, but 
this is usually to oppose something which a specific group has proposed in 
the past. This happened in 1952 when the Democrats opposed a federal 
sales tax.** The group which had put this proposal forward (the National 


Association of Manufacturers) would have been better off had neither 


party said anything on the subject, unless they could persuade both parties 
to accept their position. The liquor industry, to take another example, is 


engaged in a widespread campaign to lower the federal excise tax.®* It | 


would be harmful to their interests if this were to become a partisan issue. 


When an economic group allies itself publicly with a particular party, as | 


did the Tidelands oil group in 1952, it runs the risk of losing everything 
by a defeat at the polls. The general practice is for the advocates of specific 
tax measures to stay away from party affiliation and to pick up support 
from both parties in Congress, where the ultimate decisions are made. 
Given a two-party system in which both parties endeavor to make the 
broadest possible appeal to all groups in the electorate, it is easy to see why 
political leaders avoid committing themselves on the important tax issues. 
For example, even though the Democrats may have had little to lose by 
risking the ire of the comparatively small number of taxpayers who pay 
excess profits taxes, they still ‘did not advocate continuing the law. The 
Democrats certainly would think twice before urging a rise in personal 
exemptions to be made up by a general increase in corporate tax rates. 
This is true even though the Democrats draw their strongest support from 
those who would profit handsomely by an increase in the personal exemp- 
tion. Obviously, Democrats also need the support of business. Similarly, 
the Republicans avoided advocating many tax changes that some of the 
platform writers might have thought desirable, because even though the 
party derives its support from the middle and upper income groups, it could 
never have won without some support from the lower income groups. The 
two-party system drives our parties into vague generalities at election time 
and forces them closer together in an effort to grab the undecided voter. 
In the process, issues (like taxation) which may involve aiding one group 


at the expense of another, are left for the legislative process. Thus, tax’ 


83 A good description of this process is to be found in MerrIAM, SySTEMATIC POLITICS 
232 (1945). See also Key, PotiticaL Parties AND Pressure Groups (1947). 

84 See note 60 supra. 
85 N. Y. Times, May 18, 1952, Sec. 3, p. 1, col, 2-3, 
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issues are avoided in politics not because they are too complicated or be- 
cause they affect too few people, but for exactly the opposite reasons. They 
can be too easily understood and they affect too many people. 


THE 1952 ExPERIENCE AND THE TAXING PROCESS 


Having analyzed the campaign in terms of the tax issues discussed and 
ignored, we now turn to consider what light this throws on the federal tax- 
ing process. Does it alter certain assumptions? Does a hard-fought cam- 
paign affect the taxing process for good or ill in any way? 

1. Formulation of Tax Policy By the Administration. The executive 
branch of the Government plays an important role in the formulation of 
tax programs. Not only are many revenue acts drafted by the Treasury; 
the courts rely heavily on Treasury interpretations of tax statutes.** Mr. 
Blough, in his recent exhaustive analysis of the taxing process, stated that 
the Treasury is the one federal agency which can represent all the people 
on tax matters and resist the interest of special groups.** This view is 
part of our thinking about the whole executive branch of the Government, 
particularly the office of President.** Tax-wise, however, the best that can 
be said for the President and his appointed officials in the Treasury is 
that they are the people’s representatives with no specific directive except 
to work for the general welfare. 

It is certainly true that the executive branch possesses a broader view 
of the nation’s revenue demands than Congress does, for example. But it 
cannot be said that President Eisenhower was elected on a particular tax 
program with which to meet revenue needs. It may satisfy our precon- 
ceived notions of the role of the President to think that he is the lobbyist 
of all the people, as President Truman was so fond of remarking, but if 
it actually works that way in tax matters, it is not because of what was said 
during the election campaign. The Eisenhower Administration can ap- 
proach tax legislation with a fairly free hand in interpreting the people’s 
will. Whether the excess profits tax should expire on June 30, whether it 
should be replaced by higher corporate levies, by higher excise taxes, by a 
sales tax, or not at all—these and many other issues will be decided largely 
on the basis of recommendations by the Eisenhower Administration. Un- 
derlying these recommendations and giving them added weight will be 
the assumption that as the representative of the entire people, the Chief 
Executive is best able to assess the nation’s revenue needs and recommend 


86 The role played by the executive branch in the taxing process is brilliantly described 
in BLoucH, THe FepERAL TAXING Process 92-124 (1952). 

87 Td. at 123. 

88 Jd. at 109: “... the President is likely to be imbued with a more comprehensive 
view of the national interest than is held by individual members of Congress.” 
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a tax program that reflects the people’s will. Even a cursory look at the | 


campaign record of 1952 will show that the people were not given the 
vaguest inkling of how this Administration planned to define their interest 
in terms of tax policy. The fault is bi-partisan because the Democrats did 
not offer a tax program which could be said to have been rejected. This 
might not be so significant if it happened only in the campaign of 1952, 
but the record shows that 1952 was all too typical. Tax analysts and politi- 
cal scientists take a great deal for granted when they assume that on tax 
issues the President speaks as the voice of all the people. 

2. The Drafting of Legislation. If the 1952 campaign taught us how 
vague and uncertain is the President’s mandate on tax matters, it also 
taught us how vital is the need for the public’s voice to be heard in the 
drafting of tax legislation. It is not surprising that the organized groups 
play so important a role in influencing the course of tax legislation.*® This 
is a field where any special group can identify its proposals with the general 
interest and be virtually immune from successful contradiction. As mat- 
ters stand, there is no way for the public to be heard unless the issues are 
brought before the people as political issues. There is no tax lobby for the 
general taxpayer.®° As long as taxation remains outside the political realm, 
the public, if it ever has an opinion to express, will have no opportunity to 
express it. In a field so far removed from the popular will, the tendency 
is great for the product to reflect the interests only of those who can afford 
a Washington representative. 

3. The Enforcement of Our Tax Laws. The process by which our tax 
laws are enforced has been subjected to a tremendous amount of criticism 
in the past two years, reaching a partisan climax during the campaign. 
While the Eisenhower broom was supposed to sweep away dishonest off- 
cials in all departments, there is no doubt that the chief emphasis was on 
dishonesty in the enforcement of the tax laws.** Of course, dishonest tax 
officials should be exposed ruthlessly, and the fullest publicity consistent 
with this end is justified. It must be remembered, however, that the ad- 
ministration of our tax laws involves a collection procedure that is largely 
voluntary. When attacks assume the proportions of blanket condemnations 


89 Jd. at 70: “... the great bulk of the testimony is on behalf of business and financial 
interests .... the rare testimony of consumer interests and other general interests is 
insufficient to give the makers of policy either balanced guidance or refuge from dominant 
pressure. The same may be said about the lobbying activities that go on outside the com- 
mittee hearings.” See also id. at 40: “... group pressures for tax proposals do have 
a profound influence on the development of tax policy.” 

90 Jd, at 41: “The conclusion that the present writer draws is that general public inter- 
ests are not adequately represented in the pressures that are brought to bear by taxpayer 
groups on Congress.” 

91 See notes 46-51 supra. 
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of virtually every collector and every agent, then the time comes to call a 
halt. Our collection system is based democratically on the taxpayer’s will- 
ingness to comply. One reason the taxpayer complies is that he believes 
the money is being spent for the general welfare. He will cease to comply 
if he believes that agents are keeping the money or permitting large num- 
bers of his fellow citizens to “get away” with something. Certainly, the 
first safeguard against a breakdown of the system is the hiring of honest 
employees and constant surveillance of government personnel. But some 
of the statements made during the heat of the campaign * were better left 
unsaid. If campaigns perform little positive service in the operation of the 
taxing process, it can at least be hoped that they will do no harm. 


CONCLUSION 


Tax scholars should awake to the fact that, as far as the real issues are 
concerned, taxation operates far removed from the will of the electorate. 
When we speak of a “democratic” tax system, we should know what we 
mean. It is democratic only in that the individuals who write the laws 
are chosen in free elections, and if the laws become very bad, their authors 
can be defeated at the polls. But the specific issues are rarely presented to 
the people, let alone debated in an intelligent manner. If this was true in 
1952, when the impact of taxes was greater than in any other peace-time 
year, it will certainly be true in more normal years. 

A strong case can be made for retaining this relation between the peo- 
ple and the taxing process. Andrew Mellon summed up the attitude many 
years ago when he wrote, “Tax revision should never be made the football 
either of parties or class politics but should be worked out by those who 
have made a careful study of the subject.” ** This is the “expert” theory 
of taxation, and there is no doubt that the expert plays a vital role in the 
formulation as well as the execution of tax policy. But any interest group 
can hire experts. There are “liberal” and “conservative” tax economists 
who will present convincing arguments for the side that retains them. At 
present we place our trust in government experts to tip the scales in favor 
of the general public, but the Internal Revenue Code itself is the best wit- 
ness to the fact that the government expert who tries to serve this purpose 
does not often succeed.** And once a special provision is written into the 


92 For example, it is doubtful whether much was to be gained by General Eisenhower’s 
repetition of a woman’s fears that her tax money was not going to Washington. Another 
example of campaign exaggeration was Governor Dewey’s statement on corruption. See 
note 51 supra. 

983 MELLON, TAXATION: THE PrEopte’s Business 11 (1924). 

94 F.g., I.R.C. §122 (providing for lengthy operating loss carry-overs and carry-backs) ; 
ILR.C. §117(k) (providing certain capital gains benefits to timber producers); I.R.C. 
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Code, it is apt to remain there. Those who have tried to repeal the special 
privileges will testify that inertia is one of the strongest forces operating 
in the tax field.*° 

But the principal danger of the “expert” theory lies in the fact that the 
relatively impartial experts, like the men working on the American Law 
Institute’s Federal Income Tax Project or the tax specialists in the Treas- 
ury Department, often take the position that controversial tax issues be- 
long to the political sphere and should not be decided by tax experts.°* The 
A.L.I., for example, places in this category such issues as capital gains, 
percentage depletion, tax-exempt securities, and exemptions.*” The over- 
riding lesson of 1952, however, is that the politicians likewise ignore these 
issues, with the result that the public-minded expert has yielded not to the 
people but to the pressure groups and their paid experts. 

In this light, what becomes of the contention that tax issues should not 
be placed in the realm of partisan politics? It would be a pleasant world if 
the choice were really between public-spirited experts and partisan politics. 
This, however, is not the choice. It is between partisan politics on the one 
hand and pressure politics on the other. Given this choice, the political 
parties should start assuming the roles in tax policy-making that they 
assume in other fields. They take stands on many issues that affect the peo- 
ple as deeply as taxation. Civil rights, labor legislation, immigration policy, 
and farm prices are but a few examples. The two-party system has been 
able to deal with these issues without degenerating into a mere class strug- 
gle. The parties tend to avoid doctrinaire oppositions ; they draw a little 
closer together in order to prevent large groups of voters from joining 
the other side. And in the process the issues can be discussed, accommo- 
dated, and resolved. 

There is every reason to believe that American democracy would benefit 
from the injection of a little politics into the taxing process. If Governor 
Stevenson felt, as he must have felt, that the Republicans would not re- 
new the excess profits tax, he should have said so. This would have forced 
the Republican candidate to take some kind of stand on the issue. The 
same can be said for the 11 per cent cut in personal taxes which has been 
a controversial post-election issue. Any number of tax issues could be 


§114(3) (special percentage depletion provision) ; I.R.C. §107(b) (permitting averaging of 
income for people who have produced an “artistic work”). Most of the relief provisions of 
the corporate excess profits tax law are the result of pressure from business groups. 

95 BroucH, THE FEDERAL TAXING Process 24, 318-9 (1952). 

96 Jd. at 139. Here Mr. Blough describes the difference between matters suitable for 
the expert and matters that are “political.” The 1952 political experience, however, indi- 
cates that the issues which experts like Mr. Blough would consider “political” are rarely 
discussed in political campaigns. 

97 Introduction to American Law Institute, Draft of Federal Income Tax Statute. 
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placed in the same category. As the game is now played, the American 
people have little idea of the tax policies to be followed by a new Adminis- 
tration. Accordingly, political candidates do very little pre-election think- 
ing on the subject. A change in the political rules would create a tax system 
that is at least more sensitive to the popular will. No one wants to make 
taxation a political football. But even that might be more desirable than 
the present game of blind man’s buff. 
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Mine Development and Exploration 
Expenditures 


DONALD C. ALEXANDER anp JAMES P. GRANT 


: decades of concerted action by the mining industry culminated in 
success with the passage of the Revenue Act of 1951. After the extension 
of percentage depletion in 1932 to sulfur, coal, and metal mines,’ repre- 
sentatives of the mining industry regularly contended before Congress ” 
and the Bureau of Internal Revenue * that mine development costs should 
be deducted separately and in addition to depletion. In 1951 a receptive 
Congress enacted provisions allowing deduction of development expendi- 
tures * and exploration costs.° 


Donatp C. ALEXANDER and James P. Grant are members of the District of Columbia 
Bar and are associated with Covington & Burling. 

This article went to press before the issuance of the final regulations. The reader is 
therefore cautioned to examine the regulations as finally promulgated to ascertain whether 
they conform in all respects to the provisions herein discussed. 

1 Revenue Act of 1932, Secs. 23(1) and 114(b) (4). 

2 E.g., Hearings before Committee on Ways and Means on Revenue Revisions 1947-8, 
80th Cong., Ist Sess. 1859 (1948) (American Mining Congress) ; Hearings before Com- 
mittee on Ways and Means on Revenue Revision of 1950, 81st Cong., 2d Sess. 365 (Na- 
tional Minerals Advisory Council). 

8 See G.C.M. 13954, XIII-2 Cum. But. 66 (1934). 

4T.R.C. §23 (cc): 

“DEVELOPMENT OF MINEs.— 

“(1) In Generat.—Except as provided in paragraph (2), all expenditures paid or 
incurred during the taxable year for the development of a mine or other natural deposit 
(other than an oil or gas well) if paid or incurred after December 31, 1950, and after the 
existence of ores or minerals in commercially marketable quantities has been disclosed. 
This subsection shall not apply to expenditures for the acquisition or improvement of 
property of a character which is subject to the allowance for depreciation provided in 
section 23(1), but allowances for depreciation shall be considered, for the purposes of this 
subsection, as expenditures. 

“(2) Exection or TAXpAyer.—At the election of the taxpayer, made in accordance 
with regulations prescribed by the Secretary, expenditures described in paragraph (1) 
paid or incurred during the taxable year shall be treated as deferred expenses and shall 
be deductible on a ratable basis as the units of produced ores or minerals benefited by such 
expenditures are sold. In the case of such expenditures paid or incurred during the 
development stage of the mine or deposit, the election shall apply only with respect to the 
excess of such expenditures during the taxable year over the net receipts during the 
taxable year from the ores or minerals produced from such mine or deposit. The election 
under this paragraph, if made, must be for the total amount of such expenditures, or the 
total amount of such excess, as the case may be, with respect to the mine or deposit, and 
shall be binding for such taxable year. 

“(3) Apyustep Basis or Mine or Deposit.—The amount of expenditures which are 
treated under paragraph (2) as deferred expenses shall be taken into account in computing 
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In brief, section 23(cc) provides that expenditures for the development 
of a mine or other natural deposit shall be allowed as deductions in the 
year in which paid or incurred. Development expenditures of oil and gas 
wells as well as the costs of depreciable property are not deductible under 
section 23(cc), but allowances for depreciation of items used in connec- 
tion with development activities are considered as expenditures to which 
the new subsection applies. An annual election is also allowed under which 
the taxpayer can treat development expenditures as deferred expenses to 
be deducted ratably as ores or minerals “benefited by such expenditures” 
are produced and sold. 

The exploration provision, section 23(ff), allows the deduction of ex- 
penditures paid or incurred for the purpose of ascertaining the existence, 
location, extent, or quality of any deposit of ore or other mineral prior to 


the adjusted basis of the mine or deposit, except that such amount, and the adjustments 
to basis provided in section 113(b)(1)(J), shall be disregarded in determining the ad- 
justed basis of the property for the purpose of computing a deduction for depletion under 
section 114.” 

5T.R.C. §23(ff) : 

“DEDUCTION OF EXPLORATION EXPENDITURES.— 

“(1) In GeneraL.—In the case of expenditures paid or incurred during the taxable 
year for the purpose of ascertaining the existence, location, extent, or quality of any 
deposit of ore or other mineral, and paid or incurred prior to the beginning of the devel- 
opment stage of the mine or deposit, so much of such expenditures as does not exceed 
$75,000. This subsection shall apply only with respect to the amount of such expenditures 
which, but for this subsection, would not be allowable as a deduction for the taxable year. 
This subsection shall not apply to expenditures for the acquisition or improvement of 
property of a character which is subject to the allowance for depreciation provided 
in section 23(1), but allowances for depreciation shall be considered, for the purposes 
of this subsection, as expenditures paid or incurred. In no case shall this subsection apply 
with respect to amounts paid or incurred for the purpose of ascertaining the existence, 
location, extent, or quality of any deposit of oil or gas. 

“(2) Execrion oF TAXPAYER.—If the taxpayer elects, in accordance with regulations 
prescribed by the Secretary, to treat as deferred expenses any portion of the amount 
deductible for the taxable year under paragraph (1), such portion shall not be deductible 
under paragraph (1), but shall be deductible on a ratable basis as the units of produced 
ores or minerals discovered or explored by reason of such expenditures are sold. An elec- 
tion made under this paragraph for any taxable year shall be binding for such year. 

“(3) Liuitation.—This subsection shall not apply to any amounts paid or incurred in 
any taxable year if in any four preceding years the taxpayer, or any individual or corpora- 
tion who has transferred to the taxpayer any mineral property under circumstances which 
make the provisions of paragraph (7), (8), (11), (13), (15), (17), (20), or (22) of 
section 113(a) applicable to such transfer, has either (A) been allowed a deduction under 
paragraph (1) of this subsection or (B) made the election provided under paragraph (2) 
of this subsection. 

“(4) ApyustTep Basis or MINE or Deposit.—The amount of expenditures which are 
treated under paragraph (2) as deferred expenses shall be taken into account in com- 
puting the adjusted basis of the mine or deposit, but such amounts, and the adjustments 
to basis provided in section 113(b)(1)(M) shall be disregarded in determining the 
adjusted basis of the property for the purpose of computing a deduction for depletion 
under section 114.” 
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the beginning of the development stage. Expenditures for exploration of 
oil and gas deposits and for depreciable properties are excluded, but allow- 
ances for depreciation fall within the subsection to the extent attributable 
to exploration. An election comparable to that in the development section 
is provided. The exploration deduction for any year may not exceed 
$75,000, and the subsection applies only to any four years of the tax- 
payer or persons from whom the taxpayer has received mineral properties 
in certain transactions. 

In both subsections it is provided that expenditures treated as deferred 
expenses are taken into account in computing the adjusted basis of the 
mine or deposit for all purposes except that of computing the deduction for 
depletion. Changes were made in the basis provisions to require adjust- 
ment for amounts allowable as deferred expense deductions or allowed 
and resulting in a reduction of the taxpayer’s taxes.° Code section 24(a) 
(2) was amended to make it clear that deduction of development expendi- 
tures was not forbidden,’ but there was no comparable mention of explora- 
tion expenditures.® 

Under prior law there was no distinction between exploration and de- 
velopment expenditures, but both were considered to be costs of develop- 
ment.° All expenditures with respect to a mine in excess of net receipts 
from minerals sold were charged to capital account while the mine was in 
the development stage and were recovered through depletion allowances.”° 
After a mine reached the producing stage, ordinary development expendi- 
tures required to maintain the output of the mine due to the recession of 
the working faces were deductible in the year paid or incurred.** Expendi- 
tures for extraordinary development during the producing stage, however, 
were considered to be deferred operating expenses deductible ratably as the 
produced ores or minerals benefited thereby were produced and sold.** Ex- 
penditures for plant and equipment and other depreciable property were not 
considered as development costs but instead were recovered through de- 
preciation allowances or, in case of a producing mine, deducted as oper- 
ating expenses under certain conditions.” 


®T.R.C. §113(b) (1) (J) and (M). 

7 Revenue Act of 1951, Sec. 309(c). 

8 Sen. Rep. No. 781, Part 2, 82d Cong., Ist Sess. 64 (1951), in describing the explora- 
tion deductions, states: “The deductions allowable under this subsection are not, of course, 
subject to disallowance under Section 24(a) (2).” 

9 E.g., G.C.M. 13954, XIII-2 Cum. Butv. 66, 73 (1934); Guanacevi Mining Co. v. 
Comm’r, 127 F.2d 49, 51 (9th Cir. 1942). 

10 Reg. 111, Sec. 29.23(m)-15(a). 

11G.C.M. 13954, XIII-2 Cum. Butt. 66 (1934) ; see Reg. 62, Art. 222(a). 

12 [bid. 

18 Reg. 111, Sec. 29.23(m)-15(b). 
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Superimposition of the substantially different rules in the new develop. 
ment and exploration provisions upon these established doctrines generates, 
not unexpectedly, a number of problems. Our purpose is to review the 
principal questions arising out of new concepts and limitations contained 
in sections 23(cc) and (ff) and to show the extent to which existing law 
remains in effect.** 


I. Wuo Can DeEpDucT 


An initial question under the new provisions is a determination of the 
persons entitled to take a deduction for development and exploration ex- 
penditures. As the statutes simply provide for the deduction of expend- 
tures “paid or incurred” by the taxpayer, the customary rules applicable to 
other deductions should ordinarily be applied. Certain special considera. 
tions, however, require discussion. 

The Supplemental Senate Finance Committee Report ** states that de- 
velopment and exploration deductions are not applicable to that part of 
the cost of a purchased mine or deposit attributable to exploration and 
development expenditures.** The same rule has been adopted in the regv- 


lations : ** 


In general, the provisions of this section are applicable only to costs paid or | 
incurred by the taxpayer in respect of development undertaken (directly or | 
through a contract) by the taxpayer and do not apply, for example, to such | 
costs of development undertaken by other persons as may be reflected in the 
acquisition cost paid or incurred by the taxpayer for wholly or partially devel- 
oped property. . 


14 The points discussed infra by no means comprise all the questions arising out of 
enactment of the new subsections. An example of an important problem which we have 
not reviewed is the effect of allowed or allowable deductions under section 23(cc) and 
(ff) upon the basis of a mine or deposit. Such a question would perhaps best be reviewed 
within the context of a general examination of the problems created by Virginian Hote 
Corp. v. Helvering, 319 U.S. 523 (1943) and the corrective legislation which followed. | 
See Recent Statute, 66 Harv. L. Rev. 545 (1953) ; Hearings before Committee on Financ 
on H. R. 3168, 82d Cong., 2d Sess. (1952). 

15 Sen. Rep. No. 781, Part 2, 82d Cong., Ist Sess. 22, 64 (1951). 

16 These statements represent what might be deemed a peculiarity in the evolution oi 
legislative intent. It is understood that the problem of purchased development and explore- 
tion had not been considered by those who drafted the new provisions, and the lack of any 
discussion in the Ways and Means Committee Report tends to support this view. After 
the suggestion was made that the Committee Reports indicate that purchased development 
and exploration were within the new provisions, however, it was thought that it woul 
be wise to insert a sentence relating to such costs, but one which would express a legisl:- 
tive intent to deny rather than grant. In this manner Congress expressed its view on tht 
point. For other such “comic opera touches,” see Kilcullen & Stanley, A Revenue At 
Comes to Pass, 7 Tax L. Rev. 331 (1952). 

17 Reg. 111, Sec. 29.23(cc)-1(a). The exploration regulations contain a substantially 
identical provision. Reg. 111, Sec. 29.23(ff)-1(a). 
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Although the Bureau’s position may be well taken in that ordinarily the 
entire cost of the purchased mine would appear to be properly recoverable 
through depletion, this result does not seem consistent with certain of the 
stated objectives of Congress in enacting the new provisions.** Perhaps 
it is not necessary to grant tax incentives to a purchaser rather than an 
explorer or developer of mining properties, but in an industry as competi- 
tive as coal, for example, the difference in tax treatment between develop- 
ment costs directly incurred and similar costs incurred through purchase 
might work a hardship on certain taxpayers. 

In any event, if explored or developed properties are transferred be- 
tween related persons in such a way that the basis of the transferor is car- 
ried over, the deductions should not be denied.*® Although the regulations 
are not specific on the point, the phrase “in general” in the portion quoted 
above may leave some room for sympathetic administration. The inclu- 
sion of this phrase indicates a realization on the part of those who drafted 
the regulations that there may well be deserving cases in which acquisition 
costs should be considered to be development or exploration expenditures, 
or a transferee should be considered to be the taxpayer who incurred or 
paid such expenditures. 

Development and exploration costs undertaken either “(directly or 
through a contract)” * are deductible. The parenthetical phrase quoted 


| above is identical to a similar exemption in the regulation allowing op- 


tional deduction of intangible drilling and development costs in the case 
of oil and gas wells.** Read in the context of these regulations, the sanc- 
tioned types of contractual arrangements are almost unlimited, and one 
should not expect a narrower interpretation in the provisions applicable 
to mines. For example, exploration and development expenditures under- 
taken through a contract of agency are manifestly deductible by the princi- 
pal.”” Contractual arrangements permissible here, as in the case of oil and 
gas producers,”* should by no means be limited to those involving an 
agency.** An example of the type of contractual arrangement under which 


18 See Sen. Rep. No. 781, 82d Cong., 1st Sess. 44 (1951); H. R. Rep. No. 586, 82d 
Cong., Ist Sess. 31 (1951). 

19 But cf. New Colonial Ice Company, Inc. v. Helvering, 292 U.S. 435 (1934) and the 
plethora of decisions applying its stern rule. 

20 Reg. 111, Sec. 29.23(cc)-1(a). Omission of the article “a” in the expression as used 
in the exploration provisions is hardly of vital significance. Reg. 111, Sec. 29.23(ff)-1(a). 

21 Reg. 111, Sec. 29.23(m)-16(b) (1) (i). 

22 Cf. W. D. Ambrose, 42 B.T.A. 1405 (1940), aff’d, 127 F.2d 47 (5th Cir. 1942). 

°8 E.g., Retsal Drilling Co. v. Comm’r, 127 F.2d 355 (5th Cir. 1942) ; G.C.M. 23243, 
1942-1 Cum. BuLt. 78, revoking G.C.M. 23034, 1942-1 Cum. Butt. 75. 

*4 This problem is of particular importance in the case of companies developing mineral 
resources abroad, and the Bureau should allow domestic parents to deduct exploration 
and development costs incurred for their benefit by foreign subsidiaries. See the recom- 
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development and exploration expenditures should be held deductible js 
the “split-check” lease contract employed in Cresson Consolidated Gold 
Mining & Milling Company.” 

A second question arises in connection with the right of a taxpayer, 


who has qualified for a development or exploration deduction and has | 


elected to treat the expenditure as a deferred expense, to continue taking 
deductions after disposing of some interest in the mine or deposit. The 
Supplemental Finance Committee Report *° as well as the regulations ” 
state that a taxpayer who leases the developed or explored property, retain- 
ing a royalty interest, shall continue to obtain the ratable deduction.” We 
believe that the continued allowance of a deferred expense deduction 
should be equated with that of a depletion deduction; in other words, the 
test should be the retention of an economic interest in the mine or deposit.” 


II. Wuat ts A “MINE or DEpPosItT” 


Section 23(cc) allows the deduction of expenditures paid or incurred 
“for the development of a mine or other natural deposit.” The explora- 
tion provision *° permits deduction of expenditures with respect to “any 
deposit of ore or other mineral” paid or incurred prior to the beginning 
of development “of the mine or deposit.” Allowance of either deduction 
appears, therefore, to depend upon the existence of a mine or other natural 
deposit or of a pristine formation which may become a mine or deposit 
after exploration or development work has been performed with respect 
to it. 

Although both the regulations and the legislative history of the develop- 
ment and exploration provisions are silent as to the range of the term 


“mine or deposit,” inclusion of the word “deposit” means that the term en- | 


compasses virtually everything from gold to gravel.** Accordingly, such 
decisions as Ozark Chemical Company v. Jones ** and Parker Gravel Com- 


mendation of the President’s Materials Policy Commission in this respect. I Resources 
FOR FREEDOM, A REPORT TO THE PRESIDENT 71 (1952). 

2511 T.C. 192 (1948), dismissed, 175 F.2d 774 (10th Cir. 1949). 

26 Sen. Rep. No. 781, Part 2, 82d Cong., Ist Sess. 22, 64 (1951). 

27 Reg. 111, Secs. 29.23(cc)-1(b) and 29.23(ff)-1(b). 

28 Although it appears that a similar situation could have arisen under prior law if the 
taxpayer had deferred expenses as a result of extraordinary development costs during 


the producing stage of the mine and thereafter leased or assigned the mine to another, | 


there are no cases or published rulings on this issue. 

29 See, e.g., Palmer v. Bender, 287 U.S. 551 (1933); Baker, The Nature of Depletable 
Income, 7 Tax L. Rev. 267 (1952). 

80 .R.C. §23 (ff) (1). 

81 Oil and gas deposits and wells are specifically excluded, and construction of the 
statutory language requires the exclusion of timber. 
82125 F.2d 1 (10th Cir. 1941). 
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pany ** are of no more than academic interest here.** Of more significance 
and difficulty is the determination of physical dimensions. In order to 
ascertain whether a mine or deposit is in the exploration, development, or 
producing stage, establishing its physical extent is vital. Furthermore, the 
election provided under section 23(cc)(2) is to be made separately for 
each mine or deposit. 

A mine or deposit is obviously more than a single seam.** One might 
suggest that the term should be equated with the word “property,” with 
which the Bureau and the mining industry have long been acquainted, for 
if the terms have the same meaning, computation of development expendi- 
tures to be taken into account in determining net income for the limitation 
provided in section 114(b) (4) (A) may be facilitated.** We believe, how- 
ever, that “mine or deposit” is not the same as “property,’’ whether the 
latter term be understood to mean what the Commissioner thinks it means 
or what taxpayers and courts think it means. One view is much too 
narrow, the other probably too broad. 

The problem may be illustrated by Black Mountain Corporation.*’ In 
various years the taxpayer had acquired contiguous coal properties, all of 
which were on the same seam of coal. As the combined property was split 
by a geographical feature which made it impracticable to have one min- 
ing facility, the taxpayer constructed two complete and separate operating 
units, dividing the various tracts between the mines according to physi- 
cal realities. Depletion was computed separately for each unit. Before the 
Tax Court the Commissioner contended that each separate acquisition con- 
stituted a separate property for purposes of computing depletion.** The 


3821 B.T.A. 51 (1930). 

84Tt does not seem necessary to examine the hotly-disputed question when or whether 
tailings and other dumps or refuse may constitute a mine. Compare Consolidated Chollar 
Gould & Savage Mining Company v. Comm’r, 133 F.2d 440 (9th Cir. 1943) with Comm’r v. 
Kennedy Mining & Milling Company, 125 F.2d 399 (9th Cir. 1942). See Rev. Rul. 4, 
1953 Int. Rev. Butt. No. 2 at 4 (1953). In the usual case little exploration or develop- 
ment work would be required prior to production from such materials. But see Hoban v. 
Viley, 99 F.Supp. 8 (D. Idaho 1951). 

85 Cf. Morrisdale Coal Company, P-H B.T.A. Mem. Dec. 33,424, aff’d, 97 F.2d 272 
(3d Cir. 1938), where in deciding that a mine was in a producing rather than a develop- 
ment stage, the Board stated (33-543): “The fact that peak production was not reached 
in the ‘B’ seam until the fiscal year 1917 is of no importance in determining when the mine 
passed from the development stage to a producing status; the mine, and not the separate 
seams, is the unit for the application of test of status.” Cf. Frank Lyons, 10 T.C. 634 
(1948). 

36 Reg. 111, Sec. 29.23(m)-1(g). 

875 T.C. 1117 (1945) Nonacq., 1946-2 Cum. Butt. 6. 

38 This contention is in accordance with the view regularly taken by the Commissioner. 
Reg. 111, Sec. 29.23(m)-1(i) states that an “interest in each separate mineral property 


is a separate ‘property’.” See G.C.M. 22106, 1941-1 Cum. Butt. 245, modified, G.C.M. 


24094, 1944 Cum. Butt. 250. 
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taxpayer argued successfully that “property” as used in section 114(b) (4) 
“means the economic and practical unit which the taxpayer must use and 
develop in order to extract a particular block of coal. It includes whatever 
portion of the mineral deposit can be properly mined as a unit and it in- 
cludes also the development, plant, and surface land necessary for the ex- 
traction of that particular block of coal.” *° 

The interpretation given to “property” by the Commissioner would not 
be a workable definition for the purposes of section 23(cc) and (ff). 
Status should not be determined by reference to each separate acquisition 
but instead, on the basis of an operational or economic unit. Suppose, for 
example, that a mine in the producing stage had reached the boundaries 
of its original tract and adjacent land was then acquired to permit exten- 
sion of the existing tunnels. It would be both unrealistic and impracticable 
to treat the latter acquisition as a separate mine or deposit, and one can 
rightly assume that Congress was thinking in less theoretical terms in 
enacting the development and exploration provisions. Furthermore, this 
narrow view has been repeatedly rejected by the courts,*° but as yet the 
Bureau has refused to acquiesce or change its position.** 

But in the Black Mountain case a decision that there was only one “prop- 
erty” *? would also have been unrealistic for the purposes of the mine de- 
velopment and exploration sections. This proposition may be best illus- 
trated by Tennessee Consolidated Coal Company,** where the taxpayer 
mined a portion of his coal tracts but leased certain “fringe” areas to other 
operators because the areas were so distant “* that he would never reach 
them in the ordinary course of underground mining. Finding no physical 
separation but instead a “unity of interest” *° between the tracts, the Tax 
Court held that they constituted one property for depletion purposes.“ 
Such a definition ** is, we believe, too broad to apply to the exploration and 


895 T.C. at 1120. 

40 Amherst Coal Company, 11 T.C. 209 (1948) Nonacq., 1949-1 Cum. Butt. 5; Cresson 
Consolidated Gold Mining & Milling Company, 11 T.C. 192 (1948), dismissed, 175 F.2d 
774 (10th Cir. 1949) Nonacq., 1948-2 Cum. Butt. 5; cf. Comm’r v. Gifford-Hill & Com- 
pany, Inc., 180 F.2d 655 (5th Cir. 1950). 

41 It is understood, however, that at the present time the Bureau may be reconsidering 
its stand with respect to application of the term “property.” 

42 Surprisingly enough, this was the position taken by the Bureau in proposing the 
deficiencies against the taxpayer. 

4315 T.C. 424 (1950). 

4412 to 14 miles. 

4515 T.C. at 434. 

46In so holding the Court distinguished Helvering v. Jewel Mining Company, 126 
F.2d 1011 (8th Cir. 1942) on somewhat flimsy grounds. Although the Jewel Mining 
case may be discredited in computing depletion, it sets forth a practical rule realistic for 
section 23(cc) and (ff). Cf. Rialto Mining Corporation, 5 TCM 519 (1946). 

47 See also the definition in Mascot Oil Company, 29 B.T.A. 652 (1933), dismissed, 
75 F.2d 1009 (9th Cir. 1935). 
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development provisions. Instead, it would seem that a concept of an oper- 
ating unit should be adopted, as otherwise the distinctions between the ex- 
ploration, development, and producing stages might be obscured. 


III. ExpLorATION AND DEVELOPMENT EXPENDITURES 


The next point for discussion is patently the most important question 
which arises in connection with the new provisions: what are the expendi- 
tures which may be deducted? Resolution of this question involves two 
separate investigations. The first of these is to attempt to determine the 
general nature of the expenditures and to contrast the excluded expendi- 
tures for depreciable property. The second is a review of the three stages 
in the economic life of a mine or deposit—exploration, development, and 
production. The latter analysis is required because the type, and in the 
case of exploration the amount, of the expenditures deductible vary as the 
mine goes from one stage to another. 

A. Scope. Section 23(cc) covers “all expenditures . . . for the de- 
velopment” of a mine or deposit, and the companion exploration provision 
is applicable to “expenditures . . . for the purpose of ascertaining the ex- 
istence, location, extent or quality of any deposit of ore or other min- 
eral.” ** It is readily apparent that development expenditures would include 
such items as the costs of shafts, tunnels, raises, stripping, drainage, and all 
others attributable to the development of a mine or deposit.*® Exploration 
expenditures include geological and geophysical investigations, reconnais- 
sance, surveying, test-pitting, trenching, drilling, cross-cutting, and all 
others incurred in ascertaining the existence, position, or extent of a min- 
eral or ore deposit. 

To determine precisely where development and exploration expenses end 
and general administrative or operating expenses begin is not easy.*° This 
problem is one for solution in day-to-day experience. It may suffice to 
point out that the question of deciding which costs may be deducted as 
ordinary business expenses is related to a similar question arising in con- 
nection with expenditures for research.™ 

Although allowances for depreciation of equipment used in develop- 

48T.R.C. §23(ff) (1). 

49 See, e.g., G.C.M. 13954, XIII-2 Cum. Butt. 66 (1934). 

50 Although it would seem obvious that embezzlement losses and losses incurred as a 
result of an unauthorized stock issue should not be considered development expenditures, 
one persistent taxpayer required the Board of Tax Appeals so to inform him. New 
Quincy Mining Company, 36 B.T.A. 376 (1937). 

51 See Statement of Commissioner Dunlap before Joint Committee on Internal Revenue 
Taxation, 525 CCH {6170 (Apr. 4, 1952); Miller, Research and Development Costs in 


ProceeDINGS oF New York University SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
TION 134 (1949). 
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ment and exploration activities fall within section 23(cc) and (ff),°* both 
the development and the exploration sections exclude from their applica- 
tion expenditures for the acquisition or improvement of property the cost 
of which the taxpayer may recover by depreciation allowances under sec- 
tion 23(1) of the Code. In this respect the corresponding provisions al- 
lowing optional deduction of intangible drilling and development costs of 
oil and gas wells are somewhat broader, as certain expenses with respect to 
depreciable property are included in the option afforded oil and gas 
operators. 

Unlike the intangible drilling and development regulations, those pro- 
mulgated under section 23(cc) and (ff) contain no examples distinguish- 
ing between expenditures for depreciable and non-depreciable properties. 
It would seem evident, however, that in this respect as in others, Congress 





did not intend to change the standards of existing law.°° The regulations | 


under the present depletion provisions * provide general guidance in stat- 
ing that expenditures for plant, equipment, and replacements may be re- 
covered through depreciation deductions. Bulletin “F” ™ gives consider- 
ably more detail, and recital of the various items therein listed does not 
appear necessary here.** 

B. Exploration Stage. Section 23(ff)(1) permits the deduction, 


within limits, of exploration expenditures paid or incurred “prior to the | 


beginning of the development stage” and section 23(cc) (1) indicates that 
the development stage begins “after the existence of ores or minerals in 
commercially marketable quantities has been disclosed.” Therefore, the 
deduction under section 23(ff) is limited to the exploratory period and 
expenditures incurred during this stage are excluded from the application 
of the development provision. 

The importance of determining when the development stage begins re- 


52 This is in accordance with prior law. New Quincy Mining Company, supra note 50 
(depreciation of mining machinery, equipment, office furniture, and fixtures held includible 
in capitalized development expenditures). 

53 Reg. 111, Sec. 29.23(m)-16(b). 

54 Reg. 111, Sec. 29.23(m)-16(b) (2) (i) and (ii). 

55 For a type of expenditure which should not be excluded from the development 
allowance, see New Idria Quicksilver Mining Company v. Comm’r, 144 F.2d 918 (%h 
Cir. 1944), where the taxpayer made an advance payment for transmission lines. Under 
the law then in effect the Court held that the operating expense should be deductible 
ratably over the probable life of the mine, but under present law such an expenditure 
incurred during the exploration or development stage should be currently deductible, 
subject, of course, to the limits of the exploration deduction. 

56 Reg. 111, Sec. 29.23(m)-15(b). 

57 Pp. 50-51 (rev. ed. 1942). 

58 For a long but not interminable collection of case abstracts which illustrate this 
problem as well as a heterogeneous collection of others, see Levy and Simonds, Capitaliso- 
tion of Mining Expenditures, 26 Taxes 203 (1948). 














bet 
me 
eng 
the 

\ 

exp 
exp 
int 
exp 
rial 
on. 
prot 
T 
will 
fory 
opp. 
P 
aspe 
forn 
prod 
eral 
depo 
cial ¢ 


59 T 
to Co 
sectiot 
after . 
tures | 

60 S 

61 R 

62 S 
pany v 

63 A. 
believe 
itable, 
a char: 
begins 
begins 
Randal 

Explor 
64 Re 


nt 


er | 


le 
re 








1953] MINE DEVELOPMENT AND EXPLORATION EXPENDITURES 411 


sults from the fact that the annual deduction for exploration expenditures 
is limited to $75,000, and the taxpayer, together with certain transferors, 
can take the deduction for no more than four years. The rules of prior 
law control all exploration expenditures in excess of the limitations. 

Illumination on the important question of locating the dividing line 
between exploration and development is lacking in the regulations, which 
merely parrot the statute.** Moreover, under the law as it stood before 
enactment of the Revenue Act of 1951, there was no need to distinguish 
the exploration from the development stage.® 

We believe that the development stage begins when there is a reasonable 
expectation that ores or minerals exist in such quantity and grade that the 
expected proceeds, present and future, from marketing the ores or minerals 
in natural or refined state appear to be sufficient to warrant incurring the 
expenditures foreseen as necessary to mine, process, and market such mate- 
rials. The test should be the feasibility of marketing the ores or minerals 
on a long-term commercial basis and not the probability of immediate 
profitable production.” 

That this is a loose test cannot be denied. Administrative difficulties 
will undoubtedly result as taxpayers seek to move the development stage 
forward to include exploratory activities and Bureau officials lean in the 
opposite direction. 

Perhaps there is some guidance, however, in an otherwise unrelated 
aspect of prior law. In the regulations governing discovery depletion, 
formerly widely used but now applicable only to those few minerals whose 
producers have been unable to reach a friendly Congressional ear, the gen- 
eral definition of “discovery” is the finding or disclosure of a new natural 
deposit which “exists in quantity and grades sufficient to justify commer- 
cial exploitation.” ** Apparently based upon a prudent-man rather than an 


59 These limitations are discussed in detail below. Another distinction, attributable 
to Congressional whim or to the haste in which the provisions were written, is that sub- 
section (ff) applies to exploration expenditures paid or incurred in a taxable year ending 
after December 31, 1950, whereas subsection (cc) applies only to development expendi- 
tures paid or incurred after December 31, 1950. 

60 See the discussion of prior law, supra p. 403. 

61 Reg. 111, Sec. 29.23(ff)-1(a). 

82 See, e.g., G.C.M. 13954, XIII-2 Cum. Butt. 66, 73 (1934) ; Guanacevi Mining Com- 
pany v. Comm’r, 127 F.2d 49, 51 (9th Cir. 1942). 

68 As L, J. Randall, President of the Hecla Mining Company, has stated: “I do not 
believe the words ‘commercially marketable’ necessarily mean that the ore must be prof- 
itable. I would be more inclined to feel that, once the taxpayer has encountered ore of such 
a character and grade and in such a quantity that an ore body is indicated and he actually 
begins development operations, such as working raises on the ore or shaft extension, and 
begins to prepare for mining operations, that he has entered the development stage.” 
Randall, Changes in 1951 Revenue Act Permitting Deduction of Mine Development and 
Exploration Costs, 94 J. Accountancy 325, 327 (1952). 

64 Reg. 111, Sec. 29.23(m)-14(b). 
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absolute standard, this test would not seem to be materially different from 
that which should be adopted in determining the beginning of the develop- 
ment stage.®° 

The legislative history indicates that Congress may well have intended 
the use of the test laid down in the discovery regulations. Several of the 
witnesses appearing in 1951 before the Ways and Means Committee in 
support of the allowance of a deduction for development expenditures spe- 
cifically referred to expenditures after discovery, and the Supplemental 
Senate Finance Committee Report refers to the development stage be- 
ginning “as under existing law.” ** The possibility that the discovery test 
was intended to be applicable is further supported by the language of sec- 
tion 23(ff) (2), which refers to ores or minerals “discovered or explored” 


by reason of exploration expenditures, and the title of the regulations | 


issued under section 23(ff), which is “Discovery or exploration expendi- 
tures.” °* Taxpayers familiar with the troubles inherent in the applica- 
tion of the old discovery regulations will know, however, that it offers no 
easy test for determining when the transition occurs in all the possible, 
varying fact situations which may be presented. 

C. Development Stage. It is in the development stage that the new pro- 
visions have the greatest application and effect. The rule under prior law 


promulgated in regulations ® issued under the Revenue Act of 1918 and | 
reaffirmed despite the intervening allowance of percentage depletion ° is | 


stated in the present regulations as follows: “All expenditures in excess 
of net receipts from minerals sold shall be charged to capital account re- 
coverable through depletion while the mine is in the development stage.” ” 


The enactment of section 23(cc), allowing an immediate or deferred de- | 
duction for development costs apart from depletion, marks a complete de- 


parture from the past. 

The requirement that receipts from minerals sold be charged against 
development expenditures and only the excess be capitalized found its first 
official expression in regulations promulgated in 1921." The rationale is 


65 U. S. Potash Company, P-H B.T.A. Mem. Dec. {[41,393; cf. Alamo Coal Company, 
31 B.T.A. 869 (1934) ; Clarence P. Sidwell, 11 T.C. 826 (1948). But the definition of 
discoveries within existing mines is quite different and cannot be applied here. Reg. 111, 
Sec. 29.23(m)-14(d). 

66 See Hearings before Committee on Ways and Means on Revenue Revision of 1951, 
82d Cong., Ist Sess. 1576 (American Mining Congress booklet), 1609 (National Minerals 
Advisory Council statement), 1629 (Lake Superior Iron Ore Association). 

67 Sen. Rep. No. 781, Part 2, 81st Cong., Ist Sess. 64 (1951). 

68 Reg. 111, Sec. 29.23(ff)-1. 

69 Reg. 45, Art. 222 (1st ed. 1919). 

70 G.C.M. 13954, XIII-2 Cum. Butt. 66 (1934). 

71 Reg, 111, Sec. 29.23(m)-15(a). 

72 Reg. 45, Art. 222(a) (1921). Since exploration was a part of development at this 
time, the same rule applied to it. 
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not entirely clear ; one might not be satisfied with the statement of Member 
McMahon of the Board of Tax Appeals that “the obvious reason for this 
is that the receipts from the sale of minerals recovered while developing 
the mine reduce the cost of development.” ** At least the rule is practical 
and easy of application for both taxpayer and Bureau. Despite the fact 
that it has been severely criticized in one decision,” and in effect ignored 
in another, *° the rule has become firmly established in the law. Although 
the doctrine is expressly adopted only in the election to defer development 
deductions,” there was no intent that the new statutory provisions change 
existing law in this respect. 

As the London-Butte Gold Mines Company found to its sorrow,” the 
only income to be charged against development expenditures is that derived 
during the development stage. The development stage itself, however, was 
treated as a whole under prior law. In Korth v. Mountain City Copper 
Company receipts from minerals sold greatly exceeded aggregate de- 
velopment expenditures during the last several months of the development 
period. Against the Government’s contention that receipts and expendi- 
tures should be balanced monthly, the Court held that the regulations 
clearly contemplated aggregating receipts and development expenditures 
over the entire development period. The explicit provisions of section 
23(cc), however, apparently leave no room for this doctrine. The new 
concept of annual development deductions appears to require the charging 
of yearly receipts against yearly development expenditures, irrespective of 
the length of the development period. And the election provisions, we 
believe, permit no other interpretation. 

D. Producing Stage. Entrance into the producing stage marks another 
change in the treatment of expenditures for mine development under both 
new and prior law. 


78 Morrisdale Coal Company, P-H B.T.A. Mem. Dec. 933,424, 33-543, aff’d, 97 F.2d 272 
(3d Cir. 1938). 

74 See Paton, ADVANCED ACCOUNTING 382 (1947). 

75 Connellsville Central Coke Company, 27 B.T.A. 771, 778 (1933). In discussing 
the original regulation requiring receipts to be charged against costs, Judge Murdock 
stated “the respondent has neither cited authority nor advanced any sound argument in 
support of this provision of his regulations. None occurs to us.” 

76 Blockton Cahaba Coal Company v. United States, 24 F.2d 180 (5th Cir. 1928), 
reversing 15 F.2d 863 (N.D.Ala. 1926), on remand, 33 F.2d 796 (N.D.Ala. 1928). 

1 LR.C. §23(cc) (2). 

78 London-Butte Gold Mines Company v. Comm’r, 116 F.2d 478 (10th Cir. 1940). 

79174 F.2d 295 (10th Cir. 1949). This case and the entire doctrine of charging devel- 
opment receipts against expenditures were severely criticized in 63 Harv. L. Rev. 534 
(1950). 

80 The last sentence of section 23(cc)(2) holds that an annual election may be made 
“for the total amount of such expenditures, or the total amount of such excess, as the 
case may be, . . . and shall be binding for such taxable year.” 
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A general standard for the time of transition, blessed with early birth * 
and judicial confirmation,*’ was incorporated from prior regulations into 
those promulgated under section 23(cc) : * 


The mine will be considered to have passed from a development to a producing 
status when the major portion of the mineral production is obtained from 
workings other than those opened for the purpose of development, or when the 
principal activity of the mine becomes the production of developed ore rather 
than the development of additional ores for mining.** 


Statement of the test by no means solves the problem, and it is not sur- 
prising to find frequent disagreement between taxpayer and Bureau in the 
resolution of what is properly termed “a difficult question of fact.” °° To 
ascertain in a particular case the source of the major portion of production 
or the principal activity of the mine often demands voluminous evidence,” 
and some courts seem to have simplified the problem by choosing the date 
upon which full production is reached as the beginning of the producing 
stage.*’ If this is a test rather than only a short way of stating that the 
issue is not present, it goes too far.** But both alternatives in the stand- 
ard quoted above necessitate some production, at the least ; mere readiness 
to produce has been held insufficient.* 

Prior law established that ordinary development expenditures were de- 
ductible as current expenses after the production stage had been reached.” 
On the other hand, expenditures for “extraordinary development” were 
not currently deductible but were treated as deferred operating expenses 
deductible ratably as the ores benefited thereby were produced and sold.” 


81 Reg. 65, Art. 224(a) (1924). 

82 F.g., Morrisdale Coal Company v. Comm’r, 97 F.2d 272 (3d Cir. 1938) ; Rialto Min- 
ing Corporation, 5 TCM 519 (1946). 

83 Reg. 111, Sec. 29.23(cc)-1(b). 

84 Reg. 111, Sec. 29.23(m)-15(a). 

85 63 Harv. L. Rev. 534, 535 (1950). 

86 Mountain City Copper Company v. Korth, 77 F.Supp. 248 (D. Utah 1948), afd, 
174 F.2d 295 (10th Cir. 1949). 

87 Morrisdale Coal Company, 1933 P—H B.T.A. Mem. Dec. 33,424, aff'd, 97 F.2d 272 
(3d Cir. 1938) ; Bruin Coal Company, 1 B.T.A. 83 (1924) ; cf. Connellsville Central Coke 
Company, 27 B.T.A. 771 (1933). 

88 Cf. Alstead Coal Co. v. Yoke, 200 F.2d 766 (4th Cir. 1952). The differing views, 
before and after reversal, in the Northern District of Alabama are interesting. Little 
Cahaba Coal Co. v. United States, 15 F.2d 863 (N. D. Ala. 1926), rev’d, 24 F.2d 180 (5th 
Cir. 1928), on remand, 33 F.2d 796 (N. D. Ala. 1928). 

89 Rialto Mining Corporation, 5 TCM 519 (1946); but compare the statement in 
G.C.M. 13954, XIII-2 Cum. Butt. 66, 73 (1934) that “the development stage continues 
until there is a body of developed ore ready for purely extraction activities.” See also 
Hanna Iron Ore Company, 12 TCM 405 (1953). 

90 Franklin Coal Mining Co. v. United States, 15 A.F.T.R. 863 (N. D. Ala. 1932); 
G.C.M. 13954, supra note 89; see Carson, Tax Problems of the Mining Industry in Pro- 
CEEDINGS OF New York University NintH ANNUAL INSTITUTE ON FEDERAL TAXATION 
319, 335 (1951). 
91G.C.M. 13954, supra note 89; Reg. 65, Art. 224(a) (1924); but cf. Repplier Coal 
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The reason for the allowance of ordinary development expenditures as 
current expense deductions in the producing stage has not clearly ex- 
pounded in the cases directly in point. The same general principle, how- 
ever, is applicable in decisions holding that expenditures for depreciable 
property in the producing stage are currently deductible, and the most lucid 
statement of the reason for this departure from customary tax accounting 
procedure is the classic opinion in Marsh Fork Coal Co. v. Lucas.” In 
allowing the deduction of expenditures for items of mine equipment hav- 
ing useful lives of more than one year, the Court pointed out that the ex- 
penditures were made solely for the purpose of maintaining the capacity 
of the mine as the working faces receded and illustrated the “ridiculous 
result” which would follow if all such expenditures were capitalized. “It 
is much more reasonable,” stated the Court, “. . . to consider expendi- 
tures . . . to maintain normal output as being an expense necessitated by 
the removal of the coal which has lengthened the tunnels, and an expense 
which, in any fair system of accounting, should be charged against the 
coal so removed.” *° 

While the early regulations set forth general and varying rules to dis- 
tinguish ordinary development expenditures from extraordinary costs,” 
current provisions offer guidance only by analogy.** At any rate, it is 
clear that expenditures for ordinary testing and drilling in advance of 
the working faces, additional ventilating shafts,°° lengthening of haulage- 
ways, and all other costs required to maintain production in the existing 
working faces should be deducted as ordinary expenses. Beyond this there 
is some doubt. Although recent cases indicate that the sole standard may 
be simply the maintenance of present output from the mine,*’ this may be 
too broad a description. The working of a new seam, for example, whether 
to maintain or increase present output, might well be classified as extra- 
ordinary development. 


Company, 1 TCM 141 (1942), aff’d on this issue, 140 F.2d 554 (3d Cir. 1944), cert. denied, 
323 U.S. 736 (1944). 

92 42 F.2d 83 (4th Cir. 1930) ; see Carson, op. cit. supra note 90, at 336. 

98 42 F.2d at 85. 

94Reg.. 45, Art. 222(a) (1921); Reg. 62, Art. 222(a) (1922); Reg. 65, Art. 224(a) 
(1924). 

95 Reg. 111, Sec. 29.23(m)-15(b) (expenditures for equipment). 

96 Franklin Coal Mining Co. v. United States, 15 A.F.T.R. 863 (N. D. Ala. 1932). 

97 Alstead Coal Co. v. Yoke, 104 F.Supp. 606, 609 (N.D. W.Va. 1952), aff’d, 200 F.2d 
766 (4th Cir. 1952) ; Guanacevi Mining Co. v. Comm’r, 127 F.2d 49, 51 (9th Cir. 1942). 
This test was derived from a 1921 lecture by R. V. Norris, quoted in Marsh Fork Coal 
Co. v. Lucas, supra note 92, at 86. 

98 Cf. Comm’r v. H. E. Harman Coal Corp., 200 F.2d 415 (4th Cir. 1952); New 
Pittsburgh Coal Co. v. United States, 200 F.2d 146 (6th Cir. 1952) ; Repplier Coal Com- 
pany, 1 TCM 141 (1942), aff’d on this issue, 140 F.2d 554 (3d Cir. 1944), cert. denied, 323 
U.S. 736 (1944). ‘ 
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Although no court has yet found that expenditures in the case before it 
were made for extraordinary development in the producing stage and were, 
therefore, to be treated as deferred expenses of production, two cases” 
have arisen involving expenditures of considerable magnitude for the pur- 
pose of reviewing dormant mines for operations of a different type than 
those formerly conducted. In both instances the Courts held that the ex- 
penditures should be capitalized and recovered only through depletion 
charges. These holdings are explained on the grounds that the mines re- 
verted from the producing status as production ceased and were in the 
development stage when the costs were incurred.*® As the Circuit Court 
in the Alstead Coal Co. case stated: *” 


While these expenditures were being made, the old mine was just as truly in 
a developmental status within the meaning of the regulation for the purposes 
of the contemplated retreat mining as an ordinary mine would be when ex- 
penditures are being made preparatory to initial operation. 


Some confusion is introduced into an otherwise stable pattern by Rep- 
plier Coal Company,*** where the Tax Court had before it the treatment 
of an expenditure for a new tunnel making available large amounts of coal 
in a producing mine which “had long since passed the development 
stage.” *°* With little prompting by the Commissioner,*** Judge Arundell 
expressed himself in strong language in refusing to allow deduction of a 
pro rata portion of the expenditure : *°° 


Petitioner relies upon G.C.M. 13954, XIII-2 C.B.-66; but if that ruling is to 
be read as sanctioning what amounts to deductions for depletion of [sic] both 
the percentage and cost bases, we cannot agree with it. 


As affirmance of the Repplier decision was based solely upon the applica- 
tion of the Dobson *** rule, now discarded,’ it may not be of great signifi- 


99 Alstead Coal Company v. Yoke, supra note 97; Guanacevi Mining Company v. 
Comm’r, supra note 97. 

100 See H. R. Rep.. No. 586, 82d Cong., 1st Sess. 30 (1951), which states: “It is possible 
for a mine to move back and forth between ‘development’ and ‘production’ with changes 
in the nature of its operations. The result in such a case would be that the same type of 
expenditures would be chargeable to capital account at one time and deductible as [de- 
ferred expense] at another.” 

101 200 F.2d at 767. 

102] TCM 141 (1942), aff'd on this issue, 140 F.2d 554 (3d Cir. 1944), cert. denied, 323 
U.S. 736 (1944). 

108 Jd. at 143; Stipulation of Fact, par. 23. 

104 While it was pointed out on pages 20 and 21 of the Commissioner’s brief that 
G.C.M. 13954 did not have the force and effect of law, a strong attempt was made to 
reconcile the Commissioner’s position with the G.C.M. 

105] TCM at 145. 

106 Dobson v. Comm’r, 320 U.S. 489 (1943). 

107 Pub. L. No. 773, 80th Cong., 2d Sess. § 36 (1948). 
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cance. By straining somewhat at the facts, one may fit the case under the 
rule of the Alstead and Guanacevi decisions, although it is hardly as close 
a fit as admirers of legal symmetry might desire. 

Application of the new statutory provision allowing deduction of de- 
velopment expenditures is limited in the producing stage. The existing 
rules governing the beginning of the producing stage were not to be 
changed nor was there any intent to restrict the right of the taxpayer to 
deduct ordinary development expenditures as ordinary and necessary ex- 
penses. Existing law was altered only with respect to extraordinary de- 
velopment costs. As stated in the Supplemental Senate Finance Committee 
Report : *°° 


. after the producing stage is reached, it is only those extraordinary ex- 
penditures which under existing law must be deferred and deducted ratably 
as the produced ores or minerals benefited thereby are sold which are affected 
by this subsection. 


The new provision gives taxpayers the right to take current or deferred 
deductions for extraordinary development expenditures in the producing 
stage. To the extent that the Repplier case is in conflict with G.C.M. 
13954, it is directly overruled. While it is recognized that mines may move 
from the production stage back to the development status, this fact is no 
longer of great significance *” in the treatment of development expendi- 
tures,"*® for a deduction in addition to depletion is available in any event. 


IV. ELectTIon To DEFER 


In lieu of taking a deduction in the year in which development and ex- 
ploration expenditures are paid or incurred, a taxpayer may elect to treat 
such costs as deferred expenses. The amount deferred is then deducted 
ratably as the units of produced ores or minerals benefited thereby are 
sold.*** 

If an election is made to defer deduction of development expenditures, 
it applies to all such changes with respect to a mine or deposit.*”” There is 


108 Sen. Rep. No. 781, Part 2, 82d Cong., Ist Sess. 21 (1951). There would have been 
greater clarity if section 23(cc) contained a sentence like the following portion of sec- 
tion 23(ff): “This subsection shall apply only with respect to the amount of such ex- 
penditures which, but for this subsection, would not be allowable as a deduction for the 
taxable year.” 

109 Except as to the treatment of receipts from minerals sold, and this distinction 
is of little practical import. 

110 Determination of operational status is still controlling in the treatment of expendi- 
tures for equipment. See Reg. 111, Sec. 29.23(m)-15(b). 

1117. R.C. §23(cc) (2) and (ff). 

112 Reg. 111, Sec. 29.23(cc)-1(b). As to costs incurred during the development stage, 
the election covers only the excess over receipts from ores or minerals. 
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no similar requirement of uniformity of treatment with respect to explora. 
tion expenditures, however, and the taxpayer may deduct any portion of 
such costs in the year in which paid or incurred and elect to treat the 
balance within the $75,000 limit as deferred expense.** 

The regulations specify formulas for determining the amount of de- 
ferred expense deductible in each taxable year.* The portion so deductible 
is that part of the deferred expense which is proportionate to the number 
of benefited units of the ore or mineral sold during the taxable year over 
the sum of the benefited units sold during the taxable year and remaining 
as of the end of such year. The wording of the regulations can possibly 
be interpreted as requiring that all deferred expenditures with respect to a 
particular mine or deposit be used for the purposes of applying the for- 
mula, even though expenditures might have been deferred on several dif- 
ferent occasions and might have benefited different ores and different 
quantities. We believe that this is not the intention of the statute, and the 
taxpayer should be permitted to allocate the expense of each separate de- 
velopment against the ore benefited by it. Specific reference is made in the 
new regulations to Regulations 111, Section 29.23(m)-9 for the method 
of determining the number of units benefited by development and explora- 
tion expenditures and for revision by taxpayer or Commissioner if the 
remaining units are materially greater or less than a prior estimate.*** 

A different problem is presented where, after a taxpayer has made ex- 
ploration expenditures for several years and elected to defer them, no ores 
or minerals are discovered in the area. This results in there being no ore 
benefited against which the deferred expense can be ratably deducted. Al- 
though the expenditure in the final year of exploration can be deducted as 
a loss as under prior law, the regulations contain no specific provision com- 
parable with that in the oil and gas regulations expressly granting the tax- 
payer an option to deduct all capitalized intangible drilling and develop- 
ment costs of a well as a loss in the taxable year when the well becomes 
unproductive.**® It is evident, however, that a taxpayer with deferred ex- 
ploration expenditures should be permitted a loss deduction as to all such 
costs in the year in which the unsuccessful exploration is abandoned. 

A taxpayer desiring to take an immediate deduction for exploration or 
development expenditures need only compute his return on that basis and 
is not required to supply any other affirmative indications. If, however, 
he elects to treat such expenditures as deferred expenses, the proposed 
regulations require that the election be made “by a statement attached 
to the taxpayer’s return for the taxable year to which such election 


1138 Compare Reg. 111, Sec. 29.23(cc)-1(b) with Reg. 111, Sec. 29.23(ff)-1(b). 
114 Reg. 111, Sec. 29.23(cc)-1(b) ; Reg. 111, Sec. 29.23 (ff)-1(b). 

115 [bid.; see 4 MERTENS, Law oF FEpERAL INCOME TAXATION, §24.31 (1942). 
116 Reg. 111, Sec. 29.23(m)-16(b) (2) (iv). 
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is applicable.” *** The statement for exploration expenditures should dis- 
close the amount to be deferred, and the name, location, extent, and nature 
of the mineral deposit to which the election relates. For development, the 
statement need indicate only the mine or deposit to which it relates, since 
a separate election is made for each of the taxpayer’s mines or deposits. 
It is not clear what consequences would follow if a taxpayer should decide 
to defer development or exploration expenditures and compute his return 
accordingly but fail to attach an election statement to his return. Similar 
language in other regulations, however, has not been strictly enforced.*** 

In the event that a taxpayer is required to make a formal claim to take 
advantage of the election provisions and fails to make the statement before 
the due date for the filing of the relevant return, the opportunity to defer 
the expenditures involved is probably lost. Experience under early de- 
pletion regulations, which also required that certain elections be made by 
a statement attached to the taxpayer’s return,*”® indicates that for the elec- 
tion to be effective it must be made in a return properly signed and filed 
before the due date.’®® Once made, unless an amendment is filed before 
the due date of the return,’* the election is binding and irrevocable for 
the taxable year.*” 

The proposed requirement that the election be filed with the return 
would mean, therefore, that if a taxpayer has deducted exploration or de- 
velopment expenditures, the return cannot be amended subsequent to the 
due date to permit the taxpayer to defer the expenditures. It would also 
mean that the right to grant discretionary relief given the Commissioner in 
Subpart H of Regulation 111 is not applicable, because the authority does 
not extend to cases where an election is required to be made with a tax- 
payer’s original return. Such restrictiveness does not appear justified by 
administrative convenience, and it is understood that for past and perhaps 
for future years the requirement of making the election with the return 
is to be lifted in the final regulations. This change is advisable because 
new statutory provisions spawn new uncertainties, and it should be possible 
for the Commissioner, in meritorious cases, to extend the time within 
which an election may be made.*** 


117 Reg. 111, Sec. 29.23(cc)-1(b) ; Reg. 111, Sec. 29.23 (ff)-1(b). 

118 Similar language in the oil and gas regulations which required that a taxpayer desir- 
ing to make an election “must attach to his return . . . a clear statement of his election. 

. .” has been interpreted as requiring no formal claim, and “whether the election has been 
made is determined by the actual treatment of the expenditures in the taxpayer’s return.” 
Comm’r v. Sklar Oil Corp., 134 F.2d 221, 222 (5th Cir. 1943); Boone County Coal 
Corp. v. United States, 121 F.2d 988 (4th Cir. 1941). 

119 F.g., Reg. 77, Art. 236(d) (1933). 

120 Riley Investment Co. v. Comm’r, 311 U.S. 55 (1940) ; Burford Oil Co. v. Comm’r, 
4 T.C. 613, aff'd, 153 F.2d 745 (5th Cir. 1946). 

121 Cf, Haggar Company v. Helvering, 308 U.S. 389 (1940). 

122 Reg. 111, Sec. 29.23(cc)-1(b) ; Reg. 111, Sec. 29.23 (ff)- 1(b). 

128 See Miller, Johnson, Mintz, Jackson and Lore, Some Irritants and Proposed Cures, 
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In this connection it should be noted that while Congress specifically 
provided that the elections to defer development and exploration expendi- 
tures are irrevocable, no similar limitations were laid down with respect 
to a taxpayer’s decision to treat such expenditures as current deductions.™ 
These distinct differences in statutory treatment make it clear, we believe, 
that a taxpayer who has not taken a development or exploration deduction 
for a particular year may later secure the deduction by a timely claim for 
refund. In connection with exploration expenditures only, a more difficult 
problem is presented if, after claiming deduction, a taxpayer should desire 
to capitalize the amount so claimed as part of the property to which it re- 
lates and preserve the deduction for use in another year.’*° Even in this 
instance it would seem that nothing in the statute or the regulations ™ 
should prevent such a change of position.** 


V. LIMITATIONS OF THE DEDUCTION OF EXPLORATION EXPENDITURES 


The new provision relating to exploration expenditures is limited to a 
maximum annual amount of $75,000, and the deduction or election may 
not be taken for more than four years by any taxpayer.*** While an annual 
dollar limitation is not novel in the deduction provisions,’*® a restriction 
limiting application to four tries **° by the taxpayer is, we believe, a new 
concept in the Code.*** 


8 Tax L. Rev. 219, 225 (1953), in which the authors argue forcefully that the granting 
of a privilege dependent upon the exercise of an election at the time of filing a return 
results in basing the ultimate tax upon the wariness of the taxpayer and not upon his 
ability to pay, is more apt to levy an undue tax upon those least able to pay for com- 
petent legal advice, and involves a penalty in no wise related to the crime of dilatoriness. 

124 T.R.C. §23(ff) (2), which grants the election to defer exploration expenditures, states 
“An election made under this paragraph for any taxable year shall be binding for such 
year.” Language identical in all respects material here is contained in the comparable 
development provision. §23(cc)(2). But cf. Sen. Rep. No. 781, 82d Cong., 1st Sess. 
63 (1951). 

125 The annual and cumulative limitations upon the exploration deduction are discussed 
infra. : 

126 Reg. 111, Sec. 29.23(ff)-1(b). 

127 But cf. Riley Investment Company v. Comm’r, supra note 120; Mother Lode Coali- 
tion Mines Company v. Helvering, 317 U.S. 222 (1942). A significant distinction between 
the exploration provision and those involved in the above cases is that the latter were 
intended to bind a taxpayer to his choice as to future as well as current years, through 
fair weather and foul. 

128 As described below, years in which benefits under section 23(ff) are taken by 
corporations or individuals who transfer or have transferred mineral properties to the 
taxpayer under various conditions are also counted. 

129 Compare I.R.C. §23(x) (deduction for medical expenses) ; I.R.C. §23(aa) (optional 
standard deduction). 

180 Cf, Rule #6.05(6), OrriciaL Rues or BASEBALL (1953), allowing the batter three 
strikes before he is out. 

181 Perhaps the closest analogy is I.R.C. §1004(a) (1) (gift tax specific exemption). 
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While one might suppose that these limitations reflected a Senatori>! 
compromise between those who favored full deduction of exploration costs 
and those who opposed any deduction, the reason for their existence stated 
indirectly in the Senate Finance Committee Report is that incentives for 
increased exploration were especially aesirable “in the case of taxpayers 
with limited financial resources.” *** This might explain the annual maxi- 
mum of $75,000, but the rationale of the four-year limitation remains in 
doubt. Taxpayers with limited funds would appear to need the added in- 
centive for additional years of exploration. *** 

The $75,000 annual ceiling applies to all exploration expenditures in- 
curred by the taxpayer, directly or indirectly, including depreciation al- 
lowances on equipment used for exploration purposes.*** Although the 
regulations are silent on the point, a taxpayer may designate by project 
which expenditures should be deducted immediately or ratably under sec- 
tion 23(f£) and which should be capitalized and may also treat differently 
the costs applicable to a particular project.’** Furthermore, the taxpayer 
evidently has the right to decide annually whether to claim the benefits of 
the provision and thereby exhaust one of the four allowable years. 

Speculation over the effect of these limitations presents interesting, 
if troublesome, questions. For example, if in 1952 a taxpayer incurred 
exploration expenditures of $100,000 on each of three projects, 4, B, and 
C, and it appeared before the time for filing the return that properties A 
and B had better prospects than C, the prudent taxpayer would not apply 
any of the expenditures on C against the allowable $75,000.*** If the three 
properties appeared equally promising, the deduction might be allocated 
among them pro rata. In such event, if properties B and C proved worth- 
less in the following year, nothing in the statute or regulations would ap- 
pear to prevent the taxpayer from making a reassignment of the entire 
deduction **? against A, the only property whose cost could not be recov- 
ered as a loss. If all three properties proved worthless after the explora- 
tion deduction had been claimed but before the expiration of the period of 
limitations, the taxpayer might file an amended return disclaiming the de- 
duction under section 23(ff) and pay whatever additional tax might be 


182 Sen, Rep. No. 781, 82d Cong., 1st Sess. 63 (1951). 

183 Since exploration projects which prove immediately valueless are deductible with- 
out regard to section 23(ff), Congress may have assumed that a taxpayer who found it 
necessary to claim the new exploration deduction for four years would, at the end of such 
period, necessarily have more than limited resources. 

1847. R.C. §23(ff) (1). 

185 See ILR.C. §23(ff) (2). 

186 Tf C had become worthless and had been abandoned within the taxable year 1952, its 
cost would have been deductible as a loss without regard to section 23(ff). 

187 As stated previously, we do not think the taking of or failure to take the deduction 
for exploration expenditures should be considered binding. 
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due, with the hope that the exploration expenditures might be restored to | 


*88 and the year 1952 might not be charged as 


139 


augment the loss deduction, 
one of the four years of allowable exploration deductions. 

By contrast, the situation of a taxpayer who has elected to defer ex- 
ploration costs is far different. As the election is binding, and a year in 
which the election has been made is counted as one of the taxpayer’s four 
allowable years,**° complete changes of position are precluded. Further- 
more, the Bureau, having received detailed notification through the re- 
quired statement of election,"** might hold that a retroactive reallocation 
could not be made among the properties as to which the election was 
made.**? 

Our speculative discussion has covered only one of the difficult ques- 
tions which may arise under the novel limitation provisions. Another 
stems from the statutory requirement that a year in which another tax- 
payer has taken a deduction or made the election under section 23 (ff) is 
to be added, in computing the allowable four, to the years in which the 
taxpayer has so deducted or elected, or both, if the other person has trans- 
ferred “any mineral property” to the taxpayer in a number of situations ™ 
where, in general, basis carries over. This provision is obviously necessary 
to give practical meaning to the four-year limitation, and its broad scope 
makes avoidance through only one transfer relatively difficult.*** 

The transfer under the above circumstances of any mineral property 
appears to suffice, and it is not necessary that the property transferred 
have been the subject of a deduction or election under section 23(ff). An 
additional aspect is that the omission of any time-limitation may permit the 
Commissioner to contend that transfers prior to the enactment of section 
23(ff) render the limitation operative, so that if the transferor remains 


188 The provisions requiring adjustment of basis for development expenditures apply 
specifically only to those deferred under section 23(ff) (2). I.R.C. §113(b) (1) (M) and 
§23 (ff) (4). 

189 The years taken into account are those in which a taxpayer “has been allowed a 
deduction” or has made the election to defer. I.R.C. §23(ff) (3). 

140 T.R.C. §23(f€) (2) and (3). 

141 Reg. 111, Sec. 29.23(ff)-1(b). 

142 As we have already pointed out, no such statement is required where only an 
immediate deduction is claimed, but if the taxpayer should claim deduction of depletion 
or depreciation with respect to a deposit, the customary statements giving detailed identi- 
fication must be filed. Reg. 111, Sec. 29.23(m)-12 and 13. 

148 The transfers covered are those to which I.R.C. §113(a) (7), (8), (11), (13), (15), 
(17), (20), or (22) may apply. 

144 Certain loopholes may remain, but most tax-free transfers are included. For ex- 
ample, properties acquired by one railroad from another through a receivership or bank- 
ruptcy proceeding come within the limitation, but it was apparently not deemed necessary 
to extend the restriction to properties acquired in similar circumstances by one street rail- 
way from another. I.R.C. §113(a) (21). 
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in existence, subsequent deductions and elections made by the transferor 
must be added to those of the transferee.*° Although the terms of the 
statute include only the immediate transferor to the taxpayer and not those 
further in the chain, it has been attempted in the regulations to remedy 
this omission.*** We doubt that the statute, even though flexible, can be 
stretched to this extent.**” 


VI. ConcLusIon 


We have reviewed some aspects of the new mine development and ex- 
ploration provisions and their effect on existing law. Numerous other 
problems will arise, and these, as well as those discussed, will ordinarily be 
resolved through the course of Bureau administration and taxpayer ex- 
perience. The nature of these problems is such as to emphasize the neces- 
sity of intelligent and equitable tax administration in day-to-day solution 
rather than recourse to the courts. 

For this reason, legislation related to the taxation of the mining indus- 
try should not contain restrictions which create additional problems of ad- 
ministration unless necessary to prevent unduly diminished federal reve- 
nues. The provisions setting forth annual and cumulative limitations upon 
the deduction for exploration expenditures will undoubtedly cause confu- 
sion and administrative difficulties, and may well fall within this category. 
These problems never would have arisen if Congress had adopted the sim- 
ple provision suggested by the mining industry *** that exploration and 
development expenditures be treated alike. 

The President’s Materials Policy Commission, charged with the respon- 
sibility of developing a program to restore the diminishing mineral re- 
sources of the United States, has recommended strongly that the limita- 
tions upon the expensing of exploration costs be removed.**® Other gov- 
ernmental agencies have concurred in this recommendation, but the Treas- 
ury has expressed its disagreement.**° While the Treasury view foretells the 
possibility of opposition to legislative action implementing the recommen- 
dation of the President’s Commission, it is not unreasonable to expect that 


145 But see the two examples in Reg. 111, Sec. 29.23(ff)-1(c), both of which relate 
to transfers after exploration deductions have been taken. 

146 Reg, 111, Sec. 29.23(ff)-1(c), Example (2). 

147 Cf. Mead Corporation v. Comm’r, 116 F.2d 187 (3d Cir. 1940). 

148 Hearings before Senate Finance Committee on H. R. 4473, 82d Cong., 1st Sess. 1174 
et seq. (1951) (statement by Mr. Henry B. Fernald for the American Mining Congress). 

149 T RESOURCES FOR FREEDOM, A REPORT TO THE PRESIDENT 33 (1952). 

150 National Security Resources Board, THE Osjecrives oF UNITED STATES MATERIALS 
Resources Pottcy AND SUGGESTED STEPS IN THEIR ACCOMPLISHMENT 36 (1952). The 
Interior Department proposes further study. 
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Congress may act to simplify administrative problems as well as to de- 
velop mineral resources by removing the restrictive limitations of section 
23¢#).™ 

151 In Canada, for example, all prospecting, exploration, and development expenses are 


fully deductible and the deductions are cumulative over a period of five years. Statutes of 
1949 (2d Sess.), as amended, §53(4), c. 25. 
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JAMES A. MOORE anp RICHARD C. SORLIEN 


-_ existing law a temporary suspension of income between its source 
and its destination, if accompanied by uncertainty as to the ultimate recip- 
ient, perplexes taxpayer and tax collector alike. Most of the cases in 
this area fall within the periphery of the trust sections of the Internal 
Revenue Code, sections 161 and 162. Having been framed to spell out the 
manner of taxing income whose distribution is controlled by the order of a 
settlor, these sections have not proved adaptable to situations where post- 
ponement of the distribution is caused by legal or factual doubt as to 
ownership. Consequently, the cases dealing with the problem have estab- 
lished no consistent pattern. Moreover, instances of suspended income 
occur frequently where no trust is involved. Thus, cases which have many 
fundamental similarities have been treated under different sections of the 
Code.* 

The problem can arise in a variety of ways. A trustee in receipt of cash 
or securities is uncertain whether they represent principal or income. A 
trustee in receipt of funds he knows to be income to someone does not 
know which of two contesting claimants has the right to the amounts in 
question. A stakeholder other than a trustee, such as an escrow agent or 
someone under a contractual obligation to pay out income, is faced with 
the same ground for hesitancy in making payment as that facing the 
trustee. On occasion one of the contesting parties is in possession of the 
disputed sum and thus occupies the dual position of claimant-stakeholder. 

A factor which is common to all such cases is the existence of income 
whose final resting place has not been determined within the taxable period 
with sufficient certainty to appear to justify imposition of tax on any of the 
prospective recipients. Yet the annual system of accounting basic to our 
income tax would secm to call for taxation to someone in the year the 


James A. Moore (A.B., University of Kentucky; LL.B., Harvard Law School) is a 
member of the Pennsylvania Bar; partner in the firm of Pepper, Bodine, Stokes & Hamil- 
ton; member, Tax Advisory Committee, American Law Institute; and contributor to 
legal periodicals. 

Ricwarp C. Sorrien (A.B., LL.B., Harvard University) is a member of the Penn- 
sylvania Bar, associated with the above named firm. 

1 Where it is held that no trust within the meaning of the Code exists, sections 22, 41, 
and 42 normally are held to govern. 
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income is earned. Such a result appears even more necessary when a trust 
is involved, as section 162 of the Code requires taxation to the beneficiary 
of income currently distributable, whether distributed or not. 

There are thus presented serious questions of attribution and timing of 
the tax. Since different sections of the Code control trust cases and cases 
not involving a trust, analysis of the present law must commence with a 
discussion of what is required to bring a situation under the trust sections, 


EXISTENCE OR NON-EXISTENCE OF A TRUST 


Most courts have attacked the problem of existence or non-existence of 
a trust by attempting to decide whether there is a fiduciary within the mean- 
ing of section 3797(a)(6).? From the standpoint of sound analysis this 
approach is inaccurate: the question should be whether there is a trust 
within the meaning of section 161. If there is such a trust, there wil! bea 
fiduciary to file the return. Although it does not follow that presence of a 
fiduciary necessarily leads to existence of a taxable trust,* the results of 
the cases have probably not been affected by the rather illogical mode of 
approach. 

Some courts have used language broad enough to place practically every 
homeless income case within the trust category. For example, in a case 
arising under section 219 of the 1926 Act (predecessor of Code section 
162) the First Circuit Court * has stated, ““The word ‘trust,’ as here used, 
does not necessarily mean a technical trust, but has reference to any per- 
son who appears to be the custodian of funds belonging to another or to 
unascertained persons.” The Third Circuit Court ° has followed the same 
line of thought in speaking of proceedings “clothed with the characteristics 
of a trust.” If this reasoning were followed consistently, there would be 
few problems. Unfortunately, the courts not only do not follow any such 
general rule but do not even arrive at any clear dividing line upon which 
thoughtful lawyers can base sound advice. 

In determining whether a trust exists in a particular case, we can usually 
be certain that a trust under applicable state law is a trust under the Code. 
However, there are a number of stakeholder situations which fall short 
of the state law test but which have nevertheless been treated as trusts 


2 Section 3797(a) (6): “The term ‘fiduciary’ means a guardian, trustee, executor, ad- 
ministrator, receiver, conservator, or any person acting in a fiduciary capacity for any 
person.” 

8 For example, a receiver, who is included in the statutory definition of “fiduciary, 
sometimes files a non-fiduciary return under another statutory provision. See note 7 infra. 

4 Hart v. Comm’r, 54 F.2d 848, 851 (1st Cir. 1932). 

5 Ferguson v. Forstmann, 25 F.2d 47, 49 (3d Cir. 1928). 

6 But cf. Lee v. Comm’r, 143 F.2d 4 (7th Cir. 1944) ; Magruder v. Hospelhorn, 173 Md. 
62, 194 Atl. 839 (1937). See note 9 infra. 
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for income tax purposes. Chief among these are cases in which the court 
has appointed a custodian to hold disputed sums and cases in which an 
obligor or payor, though admitting his obligation to transmit certain funds, 
retains them pending the settlement of a controversy between contesting 
claimants. The only distinction between such cases, if any exists, would 
appear to be that the court-appointed custodian is more like a conventional 
trustee than the obligor who has been ordered by the court to hold up pay- 
ment. By the same token, the latter situation might bear more resemblance 
to a trust than a fund held up simply because the obligor was cautious. 
However, the authorities appear to be in disagreement as to all three types 
of case, with perhaps the more direct authority supporting the proposition 
that a trust exists in each of them.’ 

In at least one area, that of the escrow, there has been little if any con- 
sideration given to the application of the trust sections, despite the fact 
that the escrow would seem to be “clothed with the characteristics of a 
trust,” at least to the degree with which property held by an obligor is so 
clothed. The typical escrow arises where, as the result of an agreement 
between the parties, the prospective compensation of one of them or the 
subject-matter of a contemplated sale is placed in the custody of a third 
party pending the occurrence of a fact which, under the escrow contract, 
justifies the escrow agent in releasing the escrowed fund together with any 


7 Court-appointed custodians: Comm’r v. Owens, 78 F.2d 768 (10th Cir. 1935) (re- 
ceiver managing land and accumulating income pending decision of a title dispute) ; 
Buckley v. Comm’r, 66 F.2d 394 (2d Cir. 1933), cert. denied, 290 U.S. 698 (1933) (City 
Chamberlain accumulating income for contingent remaindermen) ; Ida Wolf Schick, 22 
B.T.A. 1067 (1931) (property and income accumulating thereon impounded by court order 
until will contest decided) ; Hart v. Comm’r, supra note 4 (receiver under duty to turn 
over assets to creditor was ordered by Court to segregate and hold some of them until 
a legal dispute as to ownership decided). But cf. London-Butte Gold Mines Co. v. Comm’r, 
116 F.2d 478 (10th Cir. 1940) ; C. C. Harris Oil Co., 13 B.T.A. 937 (1928) ; and William 
Justin Petit, 8 T.C. 228 (1947), where the possibility that a court-appointed custodian was 
a fiduciary was apparently not brought to the Court’s attention. See also North Ameri- 
can Oil Consolidated v. Burnet, 286 U.S. 417 (1932), where a receiver was appointed for 
part of a corporation’s property pending outcome of a title dispute. The Court properly 
held that under section 142(a) of the Code, the receiver did not have to file a return 
(Form 1125) as the corporation’s alter ego, because he was not in possession of all of 
the property of the corporation. It ignored the possibility suggested by the Hart case, 
supra note 4, that the receiver might be a fiduciary managing a trust and hence required 
to file a fiduciary return (Form 1041). Cf. Benton Wilson, 33 B.T.A. 649 (1935). 

Obligors: Ferguson v. Forstman, supra note 5 (payment restrained by court order; 
held a trust exists). Contra: J. E. Farrell, 45 B.T.A. 162 (1941), aff'd, 134 F.2d 193 
(5th Cir. 1943), cert. denied, 320 U.S. 745 (1943) (under similar facts held that no trust 
exists; the Board approached the problem in reverse by resting its holding on a finding 
that there were no unascertained persons). R. S. Goforth, 32 B.T.A. 1206 (1935), appeal 
dismissed, 84 F.2d 1003 (1936) (payment held up on obligor’s own initiative; held a 
trust exists). Contra; I,T, 1212, 1922-1 Cum. Butt. 90; cf. E. T. Slider, Inc., 5 T.C. 
263 (1945), , 
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accumulated income. Like the court-appointed custodian and obligor, the 
escrow agent is a stakeholder holding income for whoever subsequently 
becomes entitled to it. 

Despite these similarities, the courts have consistently ignored the pos- 
sibility that an escrow agent is a fiduciary.* The probable underlying rea- 
son for this is that the escrow is primarily a security transaction.’ Instead 
of one of the parties holding the property in question as security for per- 
formance of a contract by the other, a third party is called in to perform 
this function. The tax results can be quite complicated but they have not 
yet, to our knowledge, included the filing of a fiduciary return by an escrow 
agent.*° 

Finally, there is the claimant-custodian, whom it is almost impossible to 
visualize as a fiduciary. He has received the funds in dispute under a claim 
that they are rightfully his. He could conceivably establish a trust with 
such funds, with himself as a potential beneficiary, but nothing short of 
a formal document would be likely to accomplish this.** 


8 DeGuire v. Higgins, 159 F.2d 921 (2d Cir. 1947), cert. denied, 331 U.S. 858 (1947); 
Chaplin v. Comm’r, 136 F.2d 298 (9th Cir. 1943) ; Moore v. Comm’r, 124 F.2d 991 (7th 
Cir. 1941); Crews v. Comm’r, 89 F.2d 412 (10th Cir. 1937); Northern Trust Co. of 
Chicago v. United States, 193 F.2d 127 (7th Cir. 1951) ; but see Lily Reighley v. Comm’, 
17 T.C. 344 (1951), where the Tax Court noted the possibility of an escrow agent’s mak- 


ing a fiduciary return but held that the point had not been raised by the pleadings and 


could not be considered. 
® This distinction probably influenced the Courts in partially ignoring actual trustees 
and treating them as if they were escrow agents, in Magruder v. Hospelhorn, supra note 6, 


and Lee v. Comm’r, supra note 6. In Hospelhorn rent was deposited with a trustee; the | 


lessor could not get the rent until certain conditions were met, and it was conceded that a 
trust existed, at least for the purpose of taxing the income from the invested rentals to 
the trustee. However, the Court held that the rentals themselves were held in escrow and 
were not taxable to the trustee, as they were received for the benefit of the lessor. The 
Court was strongly influenced by the fact that the lessor owned the property, so that the 
trustee could not get the benefit of depreciation and operating expense deductions. 


10 A situation very close to an escrow was presented by Meeker v. Durey, 92 F.2d 607 | 


(2d Cir. 1937). A group of people subscribed to a project for building a community 
house. After the land was bought the project fell through, and title to the land was 


transferred to a bank, which conveyed it to a purchaser and later distributed the proceeds 
to the subscribers or their representatives. The Court held that the bank was merely an 


agent, not a fiduciary. 

11 For example, in North American Oil Consolidated v. Burnet, supra note 7, once the 
taxpayer, having won the decision in the lower Court, actually received the disputed 
funds, he was not made a fiduciary by virtue of the fact that the case was on appeal and 
title to the income still in doubt. See also Comm’r v. Alamitos Land Co., 112 F.2d 64 | 
(9th Cir. 1940), cert. denied, 311 U.S. 679 (1940) ; Crews v. Comm’r, 89 F.2d 412 (10th 
Cir. 1937); Sara R. Preston, 35 B.T.A. 312 (1937). Cf. Adele Kahle v. Comm’r, 43 
F.2d 61 (8th Cir. 1930), cert. denied, 282 U.S. 892 (1930); Paul Haberland, 21 B.T.A. | 
446 (1930). In both the Kahle and Haberland cases the Alien Property Custodian re- 
ceived income which was eventually awarded to the respective taxpayers. In a sense the | 
Custodian was a claimant, and in a sense he was a third-party stakeholder, but in neither 
of the cited cases was he held to be a fiduciary. 
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In view of the divergent results and ancient vintage of the cases in this 
field, there is room for fresh analysis. However, once it has been decided 
not to require all the elements of a trust valid as such under state law, it is 
difficult to decide where to stop except on pragmatic grounds. The ques- 
tion is necessarily one of degree, and its answer is likely to be seriously 
affected by the relative tax consequences of trust versus no trust. Perhaps 
the most important present function of the borderline cases in this field is 
to suggest that, in the homeless income area, trust and non-trust cases 
should have similar treatment. 


Non-Trust INCOME 


Making the optimistic assumption that the existence or non-existence 
of a trust can be established with reasonable certainty, we can then divide 
the cases into trust and non-trust categories. We can further break down 
the problems in each category into the three classical divisions of existence, 
attribution, and timing of income.*? 

If we do not have a trust, the question of existence of income hardly 
arises, for well-settled rules govern the determination as to what con- 
stitutes taxable income. Only in the “claim of right” cases could there be 
any doubt as to whether income exists. There the taxpayer receives funds 
which he claims are his under such circumstances that they represent in- 
come if the claim is correct. If the claim is not well-founded and the funds 
later have to be returned to the obligor or stakeholder or delivered to the 
other contestant, it may be contended that income never existed in the 
hands of the original claimant-recipient. This contention has long since 
been overruled,** and it is well established ** that later loss of the funds 
merely gives rise to a deduction in the year when an account payable was 
created or payment was made.** 

With respect to attribution of income, there can be no question between 


12 Although the customary approach is to move from the problem of timing to that of 
attribution, the reverse order followed in this article is more suitable for analysis of the 
homeless income situations. 

18 North American Oil Consolidated v. Burnet, supra note 7. Note here contrasting 
result if a trust exists. Freuler v. Helvering, infra note 51. 

14G.C.M. 16730, XV-1 Cum. But. 179 (1936); see United States v. Lewis, 340 U.S. 
590 (1951) ; Barnhardt v. United States, 98 F.Supp. 552 (W.D.N.C. 1951). 

15 A problem akin to existence of income is raised by DeGuire v. Higgins, supra note 8, 
and Northern Trust Co. of Chicago v. United States, supra note 8. In both cases stock 
was placed in escrow pending payment of the purchase price. In Northern Trust the 
purchaser was personally obligated to complete the purchase; in DeGuire failure would 
simply have resulted in the purchaser’s not acquiring title to the stock. The purchaser 
in each case argued that dividends on the escrowed stock applied toward the purchase 
price were not income but simply reduced the cost basis of the stock. This ingenious 
argument for making capital out of ordinary income was properly denied. 
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the custodian and eventual recipient. As there is no trust, the custodian 
cannot pay the tax as a fiduciary; thus the only possible taxpayer is the 
recipient.*° 

There can, however, be attribution questions as between potential re- 
cipients. This is brought out by escrow cases in which stock is placed in 
escrow pending payment of the purchase price, with dividends being held 
by the escrow agent but applied against the purchase price. The courts 
have properly applied the benefit theory in attributing the income to the 
purchaser.**7 Even though the buyer might never (if he did not complete 
the payments) receive the stock, the dividends benefited him just as surely 
as though he had received dividends on stock of another company and 
turned them over to the escrow agent in part payment of the purchase 
price. 

Questions of timing of tax liability in non-trust cases follow a fairly 
logical pattern. The general rule is that no income is realized until resolu- 
tion of the doubt. This seems to be true whether the doubt as to ultimate 
ownership arises from a dispute between rival claimants or as the result 
of a contract between the parties whereby the occurrence or non-occur- 
rence of certain conditions determines the recipient.** Although the escrow 
cases normally follow this rule,*® an exception is found where a principal 


16 Thus, the interposition of a non-fiduciary receiver (North American Oil Consoli- 
dated v. Burnet, supra note 7), a bank holding legal title (Meeker v. Durey, supra 
note 10), an obligor (J. E. Farrell, supra note 7), or a court registry (London-Butte Gold 
Mines Co. v. Comm’r, supra note 7) is immaterial as long as the interposition does not 
create a trust. : 

17 Moore v. Comm’r, supra note 8; DeGuire v. Comm’r, supra note 8. The benefit rule, 
which was applied in these companion cases, was more specifically brought out in 
Levy v. United States, 67 F.Supp. 958 (Ct.C1.1946). Although the escrow agreement 
there provided that the taxpayer was to continue as owner of the stock pending final 
delivery to the purchaser, and that the taxpayer was to receive the dividends as part 
payment of the purchase price, the Court held: “The beneficial interest in the dividends 
not being in Levy, who did not receive the dividends as dividends, he was not liable for 
the tax on them as dividends.” Id. at 962, accord, Northern Trust Company of Chicago v. 
United States, supra note 8; Lee v. Comm’r, supra note 6. The same principle has recently 
received application in Estate of Arthur Hobson, 17 T.C. 854 (1951), a non-escrow case. 
Cf. Douglas v. Willcuts, 296 U.S. 1 (1935). 

18 Legal dispute cases where stakeholder was obligor: Anthony’s Estate v. Comm, 
155 F.2d 980 (10th Cir. 1946); J. E. Farrell, supra note 7; E. T. Slider, Inc., supra 
note 7; I.T. 1212, supra note 7. Legal dispute cases where stakeholder was a third party: 











| 
| 


Benton Wilson, supra note 7 (receiver) ; London-Butte Gold Mines Co. v. Comm’r, supra | 


note 7 (court registry) ; Crews v. Comm’r, supra note 8 (escrow agent) ; William Justin | 


Petit, supra note 7 (court registry). Factual resolution cases: Chaplin v. Comm’r, supra 
note 8; Leedy-Glover Realty & Insurance Co., Inc., 13 T.C. 95 (1949), aff'd per curiam, 
184 F.2d 833 (5th Cir. 1950) ; Philip W. McAbee, 5 T.C. 1130 (1945). 

19 Merton E. Farr, 11 T.C. 552 (1948); Philip W. McAbeey supra note 18; Leedy- 
Glover Realty Co., supra note 18; Estate of Margaret Fairbanks, 3 T.C. 260 (1944); 
Seward Prosser, 7 B.T.A. 734 (1927). 
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receives immediate benefit from the income even though it remains in 
escrow.”° 

Although the usual escrow case involves income produced by the subject- 
matter of the escrow, occasionally there is a double-barrelled problem when 
the subject-matter is itself taxable income. Thus, in Chaplin v. Commis- 
sioner ** the taxpayer contracted to perform services for his employer, for 
which he was to receive certain escrowed stock plus accumulated dividends. 
Although the dividends were held not taxable until the year they were re- 
leased from escrow, the stock itself was held to be income in the year it 
was placed in escrow, on the stated theory that the title to the stock passed 
when it was placed in escrow. This case is probably not law today. There is 
no basic reason why the timing of the tax on the principal should differ 
from that on the income. The more recent cases reflect this view.” 

There is a clear distinction between the stakeholder situation and one 
in which a claimant holds the disputed funds. So long as the stakeholder 
has possession, there is no income taxable to anyone; once it is received 
under claim of right it is taxable to the recipient, even though the proper 
ownership may be in doubt for years to come.” This rule applies even 
though the claimant places the entire amount in a separate account pending 
outcome of an appeal—a sort of self-escrow.** However, it does not apply 
if an escrowee pays money to a claimant but insists on an indemnifying 
bond in the event it is eventually found that the claimant is not entitled to 
the money.”* It also does not apply if two contesting claimants place the 
funds in a joint account pending resolution of the dispute.** In both of 


20 Supra note 17. Cf. William R. Hopkins, 41 B.T.A. 1292 (1940). 

21 Supra note 8. 

22In Fred C. Hall, 15 T.C. 195 (1950), stock intended as compensation was placed 
in escrow . The Court refused to tax until its release; the attempt to distinguish Chaplin 
was not convincing. Accord, Leedy-Glover Realty & Insurance Co., Inc., supra note 18; 
Merton E. Farr, supra note 19; Seward Prosser, supra note 19. But see James H. 
Torrens, 31 B.T.A. 787 (1934). Other escrow situations, however, can conceivably call 
for taxation of principal before acquisition of the fund or its income. In Magruder v. 
Hospelhorn, supra note 6, the assumption from the reasoning of the Court is that rentals, 
though held in escrow, were income to the lessor in the year paid. This result can be 
justified only on pragmatic grounds. The conclusion in Alfred William Fairhurst, P-H 
B.T.A. Mem. Dec. 40,073, is a good deal easier to support. There dividends were actually 
received by the taxpayer, though he had already contracted to turn them over to the 
escrow agent, as he did almost immediately. 

23 North American Oil Consolidated v. Burnet, supra note 7. 

24Comm’r v. Alamitos Land Co., supra note 11. But cf. E. P. Madigan, 43 B.T.A. 549 
(1941), holding that where the claimant agrees when he receives the fund that he is not 
entitled to all of it, realization of income is postponed until the doubt is resolved. Accord, 
Estate of Jacob M. Eisenberg, 6 TCM 771 (1947). 

25 Crews v. Comm’r, supra note 11. 

26 Sara R. Preston, supra note 11. 
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these situations the result is the same as if a stakeholder were holding the 
funds, that is, income is not realized until the dispute is settled.” 

It can be seen from the foregoing that the exceptions to the general 
rules regarding homeless income in cases not involving trusts are no more 
troublesome to the tax practitioner than those in practically every other 
field of tax law. The cases follow the general principles of the controlling 
sections of the Code in a fairly orderly manner. Whether the treatment 
so afforded taxpayers is equitable is another question entirely and one that 
can better be examined after a study of the far more complicated problems 
resulting from interposition of a trust. 


EXISTENCE OF INCOME AS AFFECTED BY A TRUST 


If the homeless income is in the hands of a trustee rather than a non- 
fiduciary stakeholder, sections 161 and 162 of the Code are controlling. 
Section 161 ** provides that a trust is a taxpayer, and the trustee must 
return its income. Section 162(b)** provides a deduction to the trustee 


27 Again, an in-between situation is presented by the Alien Property Custodian cases, 
as the Custodian has characteristics of claimant, third-party stakeholder, and agent. In 
Paul Haberland, supra note 11, the income received by the Custodian in 1918 was taxed 
to the taxpayer in that year, though he did not receive it until 1922. In Adele Kahle, supra 
note 11, the taxpayer did not even contend that the income was taxable in the later 
year. These cases can be supported only on the far-fetched theory that the Custodian 
was acting as agent for the taxpayer. 

28 “$161. Imposition of tax: 

“(a) Application of tax. The taxes imposed by this chapter (other than the tax 
imposed by subchapter E, relating’ to tax on self-employment income) upon individuals 
shall apply to the income of estates or of any kind of property held in trust, includ- 
ing— 

“(1) Income accumulated in trust for the benefit of unborn or unascertained per- 
sons or persons with contingent interests, and income accumulated or held for future 
distribution under the terms of the will or trust; 

“(2) Income which is to be distributed currently by the fiduciary to the benefi- 
ciaries, and income collected by a guardian of an infant which is to be held or dis- 
tributed as the court may direct; 

“(3) Income received by estates of deceased persons during the period of ad- 
ministration or settlement of the estate; and 

“(4) Income which, in the discretion of the fiduciary, may be either distributed 
to the beneficiaries or accumulated. 

“(b) Computation and payment. The tax shall be computed upon the net income of 
the estate or trust, and shall be paid by the fiduciary, except as provided in section 166 
(relating to revocable trusts) and section 167 (relating to income for benefit of the 
grantor).” 

29 T.R.C. §162(b) : 

“There shall be allowed as an additional deduction in computing the net income of 
the estate or trust the amount of the income of the estate or trust for its taxable year 
which is to be distributed currently by the fiduciary to the legatees, heirs, or bene- 
ficiaries, but the amount so allowed as a deduction shall be included in computing the 
net income of the legatees, heirs or beneficiaries whether distributed to them or not.” 
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for income “to be distributed currently,” irrespective of the year in which 
actually distributed, and further provides that the beneficiary must return 
that income. This places the beneficiary on something akin to the accrual 
method of accounting, whether he likes it or not. 

It is readily apparent that these sections will raise new problems of at- 
tribution and timing of the tax in the type of case we are considering. Not 
so apparent is the now fairly well established principle that the presence 
of a trust can create taxable income where none would have existed in its 
absence. When money or property not normally considered as income 
under the Code finds its way into the home of an income beneficiary pursu- 
ant to applicable state law, the courts have generally taxed the income 
beneficiary under section 162, section 22, or both. 

This rather startling proposition commenced in a way that seemed in- 
nocuous enough. In Baltzell v. Mitchell,*° the trust had a capital loss which 
did not affect the income distributable to the beneficiary. Of course, it did 
reduce the net income of the trust, and the beneficiary contended that the 
Government was entitled to tax only on the trust’s net income. However, 
the Court held that the beneficiary was unaffected by the capital loss and 
should pay tax on the basis of his distributable income. If the trust had 
an unusuable capital loss, that was its misfortune. Thus, there was estab- 
lished the principle of looking to the effect of the transaction on the partic- 
ular beneficiary rather than viewing it from the standpoint of the taxable 
income of the trust distributable among beneficiaries. 

This principle was followed by several similar cases * and has been ap- 
plied in a group of Pennsylvania apportionment cases.*? A typical example 
of the latter category occurs where a trustee receives, say, $15,000 income 
from certain real property and at the same time pays $5,000 for carrying 
charges on other property which is unproductive. He charges the payment 
against income and deducts it on the fiduciary return, showing distributable 
income of $10,000. Subsequently, a state court holds that the entire 
$15,000 was distributable income and that the $5,000 in carrying charges 
was chargeable to principal. In the absence of a trust it would be clear that 
the amount of taxable income is $10,000, since the carrying charges are 
legitimate deductions. Where there is a trust, however, the decisions uni- 
formly hold that the beneficiary must pay tax on whatever is distributable 
to him, i.e., $15,000. 

803 F.2d 428 (1st Cir. 1925). 

81 Abell v. Tait, 30 F.2d 54 (4th Cir. 1929); Irma L. Harris, 5 T.C. 493 (1945) ; 
T. Rosslyn Beatty, 28 B.T.A. 1286 (1933) (principle applied even though the taxpayer 
was remainderman as well as income beneficiary) ; Gertrude Libbey Anthony, 9 T.C. 
956 (1947) (deductible expenses paid from corpus) ; I.T. 3830, 1946-2 Cum. Butt. 47 
(trustee’s commissions paid from corpus). 


82 Kathryn E. T. Horn, 5 T.C. 597 (1945); John F. Nixon, 4 TCM 741 (1945); 
A. Douglas Russell, 7 TCM 627 (1948). See Marjorie V. L. Hudson, 8 T.C.,951 (1947). 
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Having transformed amounts which were gross income but not net in- 
come of the trust into taxable income of the beneficiary, the next step was 
to transform what was apparently a capital gain of the trust into ordinary 
income of the beneficiary. This was handled very smoothly by the First 
Circuit Court in Plunkett v. Commissioner. In that case the trustee 
was forced to replace an illegal investment having a cost basis of $392,750 
and an original appraised value of $547,500 with $500,000 of cash. Be- 
cause the investment had not paid dividends, the life tenant was awarded 
$70,000 in 1934; $66,000 was paid in 1934, and $4,000 in 1935. The 








trustee and Commissioner originally agreed on a capital gain of $107,250 | 


(less expenses) and no distributable income was shown. The Commis- 
sioner then changed his mind and argued that the $70,000 was distribu- 
table income in 1934. This was upheld by the Board,** which was affirmed 
by the First Circuit Court. The theory behind the decision was that the 
life tenant was entitled to nothing but income; the life tenant had received 
the $70,000 in lieu of the income he should have but had not received from 
the improper securities.** 

It was left to the Second Circuit Court to carry the theory all the way 
and transform amounts which apparently did not even represent gross 
income to the trustee into ordinary net income in the hands of the benef- 
ciary. Two cases raised this issue. In Johnson v. Helvering ** the trust 
acquired property on foreclosure of a mortgage and then sold it at a loss. 
Under normal circumstances one would hardly consider this a realization 
of income. But because a part of the sale proceeds was allocated to income, 
this part was held to be taxable income to the life tenant.** In McCullough 


83 118 F.2d 644 (1st Cir. 1941). 
3441 B.T.A. 700 (1940). 
85 The decision is particularly surprising in view of Letts v. Comm’r, 84 F.2d 760 (%h 





Cir. 1936). In that case a trust held stock of a corporation in process of liquidation. By 
the end of 1927 the trust had received much more than its cost basis and had distributed 
that part of the excess which the corporation had stated was paid from earnings and | 
profits. The distribution was later approved by the state Court. The Board held the 
full amount received and distributed in 1927 to be capital gain of the beneficiary in that 
year. The taxpayer appealed and the Ninth Circuit Court affirmed without discussing 
the nature of the income. The First Circuit Court in Plunkett cited Letts for the propo- 
sition that the amounts distributable were taxable to the beneficiary but ignored the | 
holding that the tax was at capital gain rates. It is arguable that the distinction between 
the cases is that there was no sale or exchange in Plunkett. This position was taken by 
Judge Harron in a concurring opinion below, but her belief was apparently not shared 
by her colleagues, and the point was not mentioned in the appellate decision. 

86 141 F.2d 208 (2d Cir. 1944). 

87In Estate of Carrie A. Kolb, 6 TCM 1184 (1947), a somewhat similar situation 
was presented, and the taxpayer argued that the life tenant had realized capital gain. On 
a sale of trust real estate at a loss, local taxes for the current year were prorated. As part 
of the purchase price the purchaser paid over $60,000 on the proration. This was credited 
to income and paid to the beneficiary. Taxpayer’s argument was overruled, the Court 
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v. Commissioner ** a life tenant received in an apportionment stock divi- 
dend shares of the type not normally taxable. On a subsequent sale the cost 
basis problem raised the question of the taxability to the life tenant in the 
year of receipt, and the Court followed the Johnston case in holding that 
the stock dividend, being apportioned to income, was taxable to him in that 
year.*° 

The cases are not clear as to just where the transformation is effected 
from capital gain (Plunkett), capital loss (Johnston), or cost basis adjust- 
ment (McCullough) to ordinary income. Language in Johnston tends 
to support the view that the state Court decree causes the amounts in ques- 
tion to become ordinary income before it leaves the trustee; McCullough 
indicates that the change is not effected until the transfer to the beneficiary. 

It is submitted that the latter proposition is untenable. The tax on 
the beneficiary must be under either section 162(b) or section 22(a).*° 


holding that a capital loss sustained by a trust could not be converted into a capital gain 
of the beneficiary. It had no difficulty, however, in converting the trustee’s capital loss 
into the beneficiary’s ordinary income. 

38 153 F.2d 345 (2d Cir. 1946). 

89 The Bureau has not followed the McCullough case but has generally adhered to a 
previous ruling, I.T. 1622, II-1 Cum. Butt. 135 (1923), and has not attempted to tax in- 
come beneficiaries upon the distribution of non-taxable stock dividends. Moreover, a re- 
cent Revenue Ruling, Rev. Rul. 24, 1953 Int. Rev. Butt. No. 5 at 16 (1953) holds that 
where a trustee distributes cash in lieu of a non-taxable stock dividend the effect is the 
same as if the stock itself had been distributed. Only to the extent that the cash represents 
capital gain upon the sale of a portion of the stock received as a dividend by the trust must 
the beneficiary return it as income, and then only at capital gains rates. The Revenue 
Ruling takes the position that the Plunkett and Johnston cases are distinguishable from 
the stock dividend cases on their facts. No attempt is made to reconcile them with the 
basic proposition of the ruling that “income of a trust retains in the hands of the bene- 
ficiary the same character which it possessed in the hands of the trustee.” In our opin- 
ion it would be far more desirable to apply the quoted principle uniformly so as to 
rectify the Plunkett and Johnston decisions as well as McCullough. 

In De Brabant v. Comm’r, 90 F.2d 433 (2d Cir. 1937), the point raised in the McCul- 
lough case was apparently present but was not mentioned by the Court. A trustee re- 
ceived a dividend from a company; by action in which the Bureau concurred, part of 
the dividend was treated by the company as representing the depletion reserve. This was 
allocated to capital by the trustee. The state Court later held that the entire dividend be- 
longed to the income beneficiary, and the Second Circuit Court held it taxable to him. 
Before doing so, it assumed that the part of the dividend representing return of principal 
was taxable income to someone. This was in accordance with the statement of the 
Board (34 B.T.A. 954, 955) that the income was undoubtedly returnable by the trust 
under section 161(a), and the only question was whether the trust was entitled to a de- 
duction for distributable income. 

40 “§22. Gross income. 

“(a) General definition. ‘Gross income’ includes . . . salaries, wages, or compensa- 
tion for personal service (including personal service as an officer or employee of a 
State, or any political subdivision thereof, or any agency or instrumentality of any 
one or more of the foregoing), of whatever kind and in whatever form paid, or from 
professions, vocations, trades, businesses, commerce, or sales, or dealings in property, 
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Under section 162(b) the beneficiary is taxed on “the amount of the in- 
come of the estate or trust for its taxable year which is to be distributed 
currently. . . .” (emphasis supplied) If the trust has no income, it is 
entitled to no deduction for distributable income ; ** if it has no such deduc- 
tion, the beneficiary is not taxed under section 162(b). 

Any delayed conversion from capital to income must therefore lead toa 
section 22 tax on the beneficiary. This would have two results. It would 
require that a cash basis beneficiary pay a tax only on what he receives. In 
Plunkett, for example, the taxpayer would be taxable in 1934 on the 
$66,000 received in that year and in 1935 on the $4,000 not received until 
then. It would also require the beneficiary to pay a tax on the amount re- 
ceived as ordinary income, but the capital transaction of the trustee would 
be unaltered by the distribution. Again using Plunkett as the illustration, 
the trustee received $500,000 for property having a cost basis of $392,750. 
If the $70,000 allocated to the beneficiary is income under section 22, with 
no deduction by the trustee, the latter still has his full capital gain of 
$107,250 (less expenses ).** 

Both of these results were denied in one way or another in the Plunkett 
case. The first was denied by the Board, which held the entire $70,000 “ 
to be distributable income to the beneficiary in 1934. The second was 
denied by the Commissioner, who cancelled the capital gain of the trustee 
when he taxed the income to the beneficiary.** 

By the process of elimination, the state Court decree must have changed 


the character of the money from capital to income in the hands of the | 


trustee. Application of this principle removes some of the complexities 


whether real or personal, growing out of the ownership or use of or interest in such 
property; also from interest, rent, dividends, securities, or the transaction of any 
business carried on for gain of profit, ... .” 

41 If, as we contend, a trust without income under the Code can have no deduction 
for distributable income, it should also follow that a trust with distributable long-term 
capital gain should have a deduction only for the percentage taken into account. Letts v. 
Comm’r, supra note 35. This is denied by the holding of United States v. Arnold, 89 F.2d 
246 (3d Cir. 1937), in which the trustee sold, at a date prior to the addition to the 
Code of section 117(j), real estate, which must have consisted of non-depreciable land 
and depreciable buildings. The profit allocable to the land clearly represented capital 
gain. The trustee was given a deduction for that part of the profit apportioned to the 
beneficiary ; the capital gain point was apparently neither argued by the Government nor 


considered by the Court. Conceivably, the apportionment was only of proceeds of the sale | 


of the building, but this seems unlikely. 
42 The results in Johnston and McCullough would be equally fantastic. In Johnston 
the beneficiary would have ordinary income, but the capital loss would not be increased. 


In McCullough the beneficiary would have ordinary income despite which the cost basis 


of the stock remaining in the trust would be lowered. 
48341 B.T.A. 700, 709 (1940). 
4441 B.T.A. 700, 705 (1940). 
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apparently created by the Plunkett, McCullough, and Johnston cases. For 
example, in Plunkett the trustee has not received $500,000 capital ; he has 
received $430,000 capital and $70,000 which the state Court denomi- 
nated income. The capital gain is $37,250 less expenses; ** the trustee 
gets a deduction in 1934 for $70,000 distributable income, irrespective of 
whether he pays it all out in that year, and the beneficiary in the same year 
includes the $70,000 as distributable income from the trust.*® 

This position seems rather plausible. It is state law that creates the 
property rights; once this is done, tax results follow naturally from the 
rights so created.** It is arguable that the state Court in Plunkett, by 
ordering $70,000 apportioned to the life tenant who had received no divi- 
dends, was making that $70,000 the same as dividends. It is submitted 
that although the analysis is fallacious,** it provides the only persuasive 
basis for the decision.*® 

Although the law seems to be settled that a beneficiary sometimes has to 
pay tax on amounts which, superficially at least, are not income under the 
Code, the converse does not follow. If the trustee receives amounts which 
are taxable under the Code but are not income under state law, he must 
pay the tax even though a type of double taxation may result.°° However, 
if amounts received by a beneficiary under claim of right do not represent 


45 Since the expenses exceeded the gross profit, the trust had a net capital loss. 

46 Correspondingly, in Johnston the capital loss would be increased; in McCullough 
the cost basis of the shares remaining in trust would not be altered. 

47In Specialty Engineering Company, 12 T.C. 1173 (1949), there was in issue the 
Uniform Partnership Act, which provided for payment of interest or a share in the 
profits in lieu of interest. This was held determinative in classifying the share of profits 
so paid, and the payor was given a deduction as thought he had paid interest. There are 
many such examples. 

48 Actually, if this view were accepted, a very real constitutional question would be 
presented. In the case of certain stock dividends, for example, the trustee would have 
income despite the fact that Eisner v. Macomber, 252 U.S. 189 (1920) held that such 
dividends were not income within the meaning of the Sixteenth Amendment. 

49 Rabkin and Johnson, Trust and Beneficiary under the Income Tax, 1 Tax L. Rev. 117, 
143, 144 (1945) accurately criticize the Johnston case but use an entirely different ap- 
proach. They commence by assuming that a transformation in the hands of the trustee is 
unthinkable, then demonstrate quite convincingly that there is no other basis for support- 
ing the case. It is submitted that the clarity of the latter part of their chain of reasoning 
compels the conclusion that the original assumption was made too hastily. Though the 
argument for the “trustee transformation” is admittedly a little thin, it at least can be 
reconciled with the remainder of the structure of the Code. 

50—In Buckley v. Comm’r, supra note 7, the city condemned property apparently held 
in a legal life estate. The life tenant elected to take outright a portion of the award in 
lieu of his right to income for life. The rest was by court order placed in trust for the 
remainderman. The income on this fund was accumulated, theoretically to replace the 
principal diminished by the life tenant’s election, and so as a matter of state law was 
principal. However, the Court held that it was income under the Code, and the trustee 
had to pay a tax on it. If the life tenant had to pay a tax on what he received, as seems 
probable, the Commissioner really profited on this transaction. 
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income under either the Code or state law (even though both the trustee 
and beneficiary considered them income), they are not taxable to the benef- 
ciary. This is in sharp contrast to the “claim of right” rule in non-trust 
cases." By the same token, if overpayments are made by the trustee in 
one year and ordered refunded in another, the beneficiary must pay tax on 
the income that should have been received in the later year.” Despite the 
obvious misfortune to the beneficiary, who probably had paid tax on the 
earlier overpayments, this outcome seems to be required by section 162. 

Under the trust cases taxable income exists if either the federal tax law 
or state trust law considers the amounts involved to be income, but if both 
agree that it is not income, its receipt as such by a beneficiary does not 
create tax liability. This statement reflects the present state of the law 
and affords a good basis for considering the more complicated questions 
of attribution and timing. We shall find, however, that the legal and prac- 
tical situations created by these holdings snarl the attribution and particu- 
larly the timing problems. 


ATTRIBUTION OF TRUST INCOME 


When it has been determined that there is a trust, that the trust sections 
of the Code are controlling, and that the items in controversy are income 
under the Code to someone, the question remains whether the tax should 
fall upon the trustee or the beneficiary whose claim is ultimately vindi- 
cated. Under section 161 the trustee must, in the first instance, include in 
his fiduciary return all the income of the trust. Then, pursuant to section 
162(b) he may take a deduction for “income which is to be distributed 
currently,” a phrase which is defined to mean income “which, within the 
taxable year, becomes payable to the legatee, heir, or beneficiary.” This 
section further provides that “the amount so allowed as a deduction shall 
be included in computing the net income of the legatees, heirs, or benefi- 
ciaries whether distributed to them or not.” Thus, the sole test under the 
statute for determining whether the trustee or the beneficiary must pay 
the tax is whether the income becomes payable to the beneficiary during the 
taxable year. 


51 In Freuler v. Helvering, 291 U.S. 35 (1934), the trustee deducted depreciation on his 
books and income tax returns but failed to deduct it in computing the distributions to bene- 
ficiaries, believing that under the terms of the trust instrument he was supposed to pay 
them the gross income less cash expenses. The state Court later disapproved the treat- 
ment and ordered the overpayment refunded. Thus the beneficiary had received under 
claim of right amounts which would have been income if he had a right to them at all. 
In the absence of a trust, on the authority of North American Oil Consolidated v. Burnet, 
supra note 7, he would pay tax in the year of receipt and get a later deduction. How- 
ever, the Supreme Court held that there was no distributable income. The dissent did not 
attack this part of the opinion. 

52 Marguerite Hyde Suffolk & Berks, 40 B.T.A. 1121 (1939). 
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In the homeless income field, however, the courts have not generally ap- 
plied this direct yardstick. Instead, they have employed a specious approach 
involving an initial determination of whether the particular disputants 
or claimants are “unascertained persons” within the contemplation of sec- 
tion 161(a)(1). Section 161(a)(1) provides that among the items of 
income of property held in trust which the trustee must return is “income 
accumulated in trust for the benefit of unborn or unascertained persons or 
persons with contingent interests. . . .” Using this phrase as a spring- 
board, the courts have passed on the question of current distributability 
by deciding whether particular claimants to a fund are “ascertained” or 
“ynascertained,” holding the claimant liable for the tax if the former, the 
trustee if the latter. 

This analysis of the question of deductibility by reference to language 
used in a section dealing only with includibility has no logical justifica- 
tion.”* As the regulations state, the trustee must return all income, includ- 
ing but not limited to the four categories specified in section 161. 

The initial error in method of approach has led to almost complete frus- 
tration in practical application. Thus the courts which desire to tax the 
beneficiary merely follow the language of the Second Circuit Court, de- 
fining unascertained persons as “those whose identification depends on 
future contingencies rather than on a correct understanding of the appli- 
cation of the law to existing facts.” Where taxation of the trustee is 
deemed preferable, recourse is had to the Tenth Circuit Court °° definition 
of unascertained persons: “one who occupies a particular status, such as 
owner, heir, cestui que trust and the like, but who is not definitely known 
or determined.” 

In particular cases a court is influenced to have recourse to one of these 
definitions rather than the other by its desire to effect the broad purposes 
of the Code that all income should be taxed and that taxpayers should not 
be permitted to shift income to low brackets. Attribution to the eventual 
recipient of income held in suspense for several years may result in tax 


53 This is emphasized by consideration of a problem on which little has ever been said. 
Income accumulated for ascertained beneficiaries is not specifically mentioned in sec- 
tion 161 but obviously would have to be included in the trustee’s return, as it is income 
of the trust. The trustee would not get a deduction under section 162(b), as the income 
would not be distributable. The apparent assumption to the contrary which the courts 
make in placing such emphasis on “unascertained” must be the result of failure to give 
proper weight to the entire context of both sections. 

54 Reg. 111, Sec. 29.161-1 provides in part: “The several classes enumerated and de- 
scribed in the four paragraphs of Sec. 161(a), and which are introduced by the word 
‘including,’ do not exclude others which also may come within the general purpose of 
that subsection.” 

55 De Brabant v. Comm’r, 90 F.2d 433, 435 (2d Cir. 1937). 

56 Comm’r v. Owens, 78 F.2d 768, 773 (10th Cir. 1935). 
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avoidance through the operation of the statute of limitations, whereas 
attribution to the trustee ordinarily will result in taxation at a lower rate. 

Having rejected the analysis based on ascertainability and, having sub- 
mitted that attribution should depend solely upon the current distributabil- 
ity test of section 162(b), we must determine whether application of this 
section presents a solution to the problem. Where an accumulation of 
income is directed by a settlor, the intent of Congress is clear.°’ The in- 
come is not currently distributable and the trustee must pay the tax. Where, 
however, the accumulation occurs as the result of the trustee’s uncertainty 
as to the rightful owner or his ignorance of a legal or factual situation in 
the light of which it is later shown that the income should have been dis- 
tributed, the answers are obscufe. 

Either of two diametrically opposed views of the role of section 162 
may be effectively argued without doing violence to the statutory language 
which establishes the standard of current distributability. It can be con- 
tended that the general purpose of section 162 is to tax to the beneficiary 
all income which he was entitled to receive as it came into the trustee’s 
hands. In line with this thesis, it is said that “income which is to be dis- 
tributed currently” or income which is “payable’’ means income which 
should have been distributed whether the trustee knew it at the time of 
receipt or found it out in a later year. On the other hand, it can be con- 
tended that the ambiguous language should not be construed in such a way 
as to relate the tax back to a year when, under normal accounting methods, 
the income would not even have accrued to the beneficiary ; that as a prac- 
tical matter, income is not distributable until the trustee’s doubt is resolved. 
It follows from this reasoning that the trustee should pay the tax, since he 
has no deduction in the year that he receives the income. Which of the 
arguments carries the greater weight in a particular case often depends on 
the reason for the failure to make distribution in the earlier year. 

When the delay in distribution stems solely from a factual doubt, there 
is much to be said for subjecting the trustee to the tax. For example, as- 
sume that the income is payable to “the children of X alive on each distri- 
bution date” and that the trustee has been dealing with four children. On 
a given distribution date one of the children disappears, so the trustee pays 


57 This is proved graphically by reference to the “Dean trust” cases, in which settlors 
engaged in an obvious tax avoidance device taking advantage of the wording of sections 
161 and 162, but the courts thought the statute so clear that they were powerless to pre- 
vent the substantial tax avoidance resulting from the scheme. In Comm’r v. Dean, 102 


F.2d 699 (10th Cir. 1939), the income of one year was paid to the beneficiary the follow- | 


ing January 2, if he were alive on that date; otherwise to another beneficiary. The 
Court held that the trustee received no deduction, and he thus paid the tax. This type of 
trust was very popular until section 162(d), added to the Code by the Revenue Act of 
1942, closed the “loophole.” 
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out three-fourths and holds the remaining fourth. Two years later he 
learns that the fourth child was in fact dead on that distribution date and 
thereupon divides this fourth among the three children who were alive. It 
would seem that the income in question was not “payable” in the year of 
receipt by the trustee and that he was liable for the tax, not being entitled 
to a deduction therefor. This result was reached in at least two cases in- 
volving identification of rightful heirs.°* The courts, however, rested their 
decision principally on a determination that the heirs were unascertained 
beneficiaries. 

Occasionally the factual doubt is one as to amount instead of identity. 
Assume that a trust beneficiary exercises the right to call down a certain 
amount from principal when the principal consists of stock in a closely- 
held corporation. Assume further that the value of the stock is in question. 
The trustee therefore distributes a small number of shares based on a 
maximum valuation per share, holding the stock which would be turned 
over if a minimum valuation were followed. Prior to settlement of the 
valuation question, dividends are declared on the stock. In a subsequent 
year the minimum valuation is found to be controlling, and the beneficiary 
receives the additional stock and the accumulated dividends. The tax liabil- 
ity for the dividends should be determined in the same manner as in the 
case where the trustee does not know whether all of the beneficiaries are 
alive. Accordingly, the trustee, not being entitled to a deduction while the 
doubt as to value remained, is taxable in that year on the withheld divi- 
dends. This enables the beneficiary to receive them tax-free in the year 
they are released by the trustee. 

Where the delay in distribution stems from a legal doubt, as, for ex- 
ample, where a court construction of a trust deed is required, the argu- 
ment that the question of distributability should be related back to the 
earlier year and the beneficiary taxed is more persuasive than where the 


58 Comm’r v. Owens, supra note 7; R. S. Goforth, supra note 7. Two other types of 
case are analogous. In Lee v. Comnv’r, supra note 6, and Magruder v. Hospelhorn, supra 
note 6, the doubt was factual, and the trustee was not considered the taxpayer. How- 
ever, as pointed out in note 9 supra, the Courts were probably influenced by the fact 
that the doubt arose from a security transaction. Rightly or wrongly, the stakeholder, 
even if a trustee, never seems to be considered the taxpayer in such cases. The other 
analogous situation is that of the trust which is supposed to terminate because of the 
death of the life tenant, but whose assets have not been distributed. The rules applicable 
to estates in the process of administration have been followed here. Comm’r v. First 
Trust and Deposit Co., 118 F.2d 449 (2d Cir. 1941); Della M. Coachman, 16 T.C. 1432 
(1951). But cf. Leonard Marx, 47 B.T.A. 204 (1942). The reasoning behind this is 
satisfactory, but the statutory basis is questionable. We have found no case of this 
nature in which the delay was due to doubt either as to the identity of the recipients 
or the respective amounts they would receive. Such cases could easily arise; it would 
be interesting to see if they followed the pattern of the trust termination cases or one 
of the conflicting lines of homeless income cases. 
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doubt is a factual one. In such a case it can be said that the Court’s decision 
merely declared what the law was right along. In theory the trustee should 
have known the law and distributed the income in the earlier year. Al- 
though the cases do not specifically adopt this argument, the underlying 
concept may have had influence, for several courts have held that the bene. 
ficiary should pay the tax. Thus, in contrast to cases involving doubts as 
to facts, the decisions where the doubts related to law are completely con- 
flicting, whether they be studied from a standpoint of distributability of 
income or ascertainability of beneficiaries.” 

A rather special problem is presented by the principal-income cases. 
These are peculiar in that nearly all of them involve first the question of 
existence of income. Because of this circumstance, a holding that the 
amounts were not distributable in the year received by the trustee would 
normally result in freeing them from tax altogether, either because they 
were not gross income in the hands of the trustee, or because they were 
offset by deductions to which the trustee, not the beneficiary, is entitled. 
This factor is probably the chief reason for the unanimity with which the 
courts have held the beneficiary taxable on such amounts. Amazingly, in 
only one case was the contrary argument advanced with any force. 

One additional category of cases warranting comment arises where the 
doubt as to rightful ownership of income is fabricated by the trustee as 
a means of tax saving or is so unreasonable that it should be disregarded. 
In such cases the beneficiary must bear the tax,” for neither pretext nor 


59 The following authorities held that the trustee should receive no deduction and there- 
fore should pay the tax: Hart v. Comm’r, supra note 4 [legal dispute between creditors 
(apparently ascertained) and a committee of six definitely ascertained people]; Fergu- 
son v. Forstman, supra note 5 (legal dispute between an ascertained individual and the 
Alien Property Custodian) ; Ida Wolf Schick, supra note 7 (will contest between ap- 
parently ascertained contestants) ; G.C.M. 20965, 1939-1 Cum. Buty. 194 (legal dispute 
between two named beneficiaries and heirs of the testator). In the following cases it was 
held that the beneficiaries were ascertained and should therefore pay the tax, with the 
trustee getting a deduction: McCaughn v. Girard Trust Co., 19 F.2d 218 (3d Cir. 1927) 
(will providing for accumulation successfully contested by testator’s heirs) ; Robert F. 
Chapman, 3 T.C. 708 (1944) (question whether property belonged absolutely to taxpayer 
or remained in trust for him) ; Benton Wilson, supra note 7 (title dispute between the 


Creek Nation and the State of Oklahoma); J. E. Farrell, supra note 7 (dispute between | 


divorced husband and wife). See also Saulsbury v. United States, 199 F.2d 578 (5th 
Cir. 1952), cert. denied Mar. 9, 1953, holding beneficiary taxable even though state court 
order required trustee to use income to pay estate taxes on the corpus of the trust. 


60 But see Bedford v. Comm’r, 150 F.2d 341 (2d Cir. 1945); Emily B. Harrison, 7 | 


T.C. 1 (1946). 

61 De Brabant v. Comm’r, supra note 39. In the other cases, such as Kathryn E. T. 
Horn, supra, note 32, it was apparently assumed that the beneficiary was the proper tax- 
payer. 

62 McCrory v. Comm’r, 69 F.2d 688 (5th Cir. 1934); cf. Malcom v. Comm’r, 97 F.2d 
381 (2d Cir. 1938) ; Saulsbury v. United States, supra note 59. 
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gross ignorance can be utilized to shift income from high into low tax 
brackets. 

Having indicated the inherent weakness of the reasoning which decides 
questions of attribution by reference to the ascertainability of beneficiaries, 
it would be very satisfying to find that strict adherence to the section 
162(b) test of current distributability affords uniform and practical re- 
sults. The foregoing analysis shows that such is not the case. Obviously, 
no dogmatic interpretation of the existing statute will supply the answers ; 
only by a modification of the statute can uniformity of treatment be 
coupled with equitable collection of the tax. 


TIMING OF TruST INCOME 


We have already observed that absence of a trust normally results in 
postponement of tax at least until the doubt is resolved. Section 162, with 
its provision for deduction by the trustee and inclusion by the beneficiary 
of distributable income, makes this result much more difficult to reach in 
a trust case. In fact, it would seem that section 162 would make the op- 
posite result imperative. As we have already observed, section 161 requires 
the inclusion of all gross income in the trustee’s return ; section 162 allows 
a deduction for that income which is distributable. If it is not distributable 
in the year of receipt by the trustee, it should be taxed to him in that year 
unless cancelled by other deductions. If the beneficiary should pay the tax 
at all, he should pay it in the year the income ought to have been distributed 
to him. In the absence of a principal-income controversy, the cases follow 
this reasoning. 

Even in the case of doubt as to whether the item constituted principal 
or income, the courts started out following the same pattern. One of the 
early cases on this point was De Brabant v. Commissioner,** which involved 
problems of existence of income and attribution as well as timing. A 
trustee received dividends from a wasting-asset corporation. Believing, 
on the basis of a ruling by the Bureau, that part of the dividends reflected 
exhaustion of principal, the trustee did not distribute that part. In a later 
year the state Court ordered distribution. The Second Circuit Court rather 
blandly assumed that the income was taxable to someone, then, facing the 
issue of attribution, held that since the income was not accumulated for 
the benefit of unascertained persons, it must be currently distributable. 


68 McCrory v. Comm’r, supra note 62; Marguerite Hyde Suffolk & Berks, supra note 
52; Anita Megargee Greene, P-H T.C. Mem. Dec. 41,333; Malcom v. Comm’r, supra 
note 62; Saulsbury v. United States, supra note 59. But cf. Jack M. Franks 32 B.T.A. 
260 (1935). 

64 Supra note 39. 
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Having made this questionable inference, it then carried it to its logical 
conclusion and taxed the beneficiary in the earlier year. 

Ii we accept the holding as to attribution, the conclusion as to timing 
appears sound. However, a strong line of Tax Court cases has reached 
contrary results. These cases, all involving principal-income disputes, in- 
clude situations in which the disputed amounts were not gross income 
under the Code, were gross income in the nature of capital gain, were 
ordinary gross income but not net income, or were ordinary net income. 
It might conceivably be argued that distinctions among these classes have 
meaning in relation to the timing problem, on the theory that the only 
factor postponing distributability is reasonable doubt in the mind of the 
trustee. This doubt would be more reasonable if the existence of gross 
income were not suspected and less reasonable as the situation more closely 
resembled ordinary net income. Any such distinction between one group 
and another would be overly sophisticated, the practical problems of tax 
collecting and bracket differentials are equally present in all. Finally, the 
cases, though going off on a number of interesting tangents, have never 
tried that one. 

The difficulty with precise application of section 162 is, of course, that 
the courts feel, sometimes correctly, that the tax should be collected from 
the high-bracket taxpayer and, the statute of limitations having barred 
the earlier year, some theory must be found to justify imposition of the tax 
in a later year. This has led to some amazing applications of section 162, 
section 22, and even to combinations of the two. 

The earliest illustration of this is found in Kathryn E. T. Horn. The 
situation was typical; expenses of certain real estate from 1929 to 1940 
exceeded income by some $6,500. These excess expenses had been de- 
ducted from other income by the trustee in computing the amounts distri- 
butable to the beneficiary as well as in computing the net income of the 


65 The same result was reached in Bedford v. Comm’r, supra note 60. A reorganiza- 
tion completed in 1939 was held taxable by the Tax Court and Second Circuit Court. The 
trustee, believing the amounts received to be principal, refused to distribute any part of 
them. The Tax Court sustained the Commissioner’s position that that part of the securi- 
ties received which represented income was distributable in 1939 and taxable to the bene- 
ficiary in that year. The earlier cases of McCaughn v. Girard Trust Co., supra note 59; 
Albert J. Appell, et al., Executors, 10 B.T.A. 1225 (1928) ; and United States v. Arnold, 
supra note 41, are to the same general effect on the timing question. See also Jennie Arrott 
Adams, 44 B.T.A. 408 (1941). An analogous treatment is found in certain partnership 
cases where actual distribution is delayed as a result of some legal question or dispute: 
section 182 of the Code taxes each partner on his “distributive share,” but the courts have 
consistently held that income is taxable in the year earned by the partnership, even though 
precise allocation is not determined until some later year. Robert A. Faesy, 1 B.T.A. 
350 (1925) ; Beryl Hillyard, 1 TCM 22 (1942) ; Kurt H. de Cousser, 16 T.C. 65 (1951). 

66 As in Emily B. Harrison, supra note 60, and the cases cited in note 65 supra. 

67 Supra note 32. 
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trust for tax purposes. In 1940 the state Court held this to be wrong and 
ordered the trustee to pay the beneficiary $6,500; payment was made in 
the same year. The Commissioner, under section 22(a), included the 
amounts so paid in the beneficiary’s income for 1940. 

Assuming that the beneficiary rather than the trustee should be taxed, 
the Court apparently had three possible courses of action ** open: 

1. It could have used section 162 strictly to hold that the $6,500 was in 
fact distributable income over the years, was deductible by the trustee, and 
includible by the beneficiary in the years so distributable; it was therefore 
not taxable in 1940. This was the logical answer, but the statute of limita- 
tions made it seem impractical. 

2. It could have used section 162 to hold that such amounts were not 
distributable so long as there existed legal doubt as to their distributability. 
If legal doubt existed prior to 1940, the amounts were not distributable 
until the court decree cleared up the doubt in that year. 

3. It could have followed the Commissioner’s view, ignoring section 162 
and holding that the cash basis taxpayer did not realize the income until 
he received it. In this case the year would be 1940; in another it might be 
wholly or partly (as in Plunkett) a later year. 

The Court upheld the Commissioner, but it is not clear on which theory. 
It relied on the fact that no request was made by the beneficiary before 
1940, and that “nothing in the record suggests that if such a request had 
been made the equities of the case would have warranted a court in grant- 
ing it.’ The Court then said that not until 1940 was the $6,500 “distrib- 
utable.”’ This sounds like section 162, but no mention is made of the sec- 
tion on which the Court based the decision. 

Several Tax Court cases have followed Horn, but their reasoning is just 
as confused. These cases cover a variety of circumstances. They include 
situations in which there was no gross income under the Code,” in which 
there was gross income but no net income,” and in which the amounts in 
dispute were unquestionably net income."* Sections 22 and 162 have both 
been used to justify the decisions. In two cases ** the Court relied on the 


68 We are not here considering a fourth possibility—that there was no income at all. This 
would have necessitated a denial of Baltzell v. Mitchell, supra note 30, as well as Plunkett 
v. Comm’r, supra note 33, and Johnston v. Helvering, supra note 36. 

69 A, Douglas Russell, supra note 32 (tax-free reorganization, but state Court later held 
that part of the proceeds represented distributable income). 

70 John F. Nixon, supra note 32; Marjorie V. L. Hudson, supra note 32. 

71 Emily B. Harrison, supra note 60 (forfeited down payment on real estate. Income 
under the Code and held by the state Court to be income under state law). This case con- 
flicts with those cited in note 65 supra. It might be noted that the Court in one sentence 
cited North American Oil Consolidated v. Burnet, supra note 7, a non-trust case, and in 
the next cited Freuler v. Helvering, supra note 51, a trust case, to support its holding. 

72 John F. Nixon, supra note 32; Marjorie V. L. Hudson, supra note 32. 
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confusion existing as to what the state law was, reasoning that the 
existence of confusion postponed realization of taxable income by the 
beneficiary. 





In the light of these cases the De Brabant doctrine appeared to be dead | 


and buried. However, it had a surprising resurrection in Cope v. United 
States." This case was a combination of Horn and Plunkett. The trustee 
used income to pay carrying charges on unproductive realty (Horn) ; in 
addition, he made some improper investments for which he was sur- 
charged, part of the surcharge going to income (Plunkett). The Court 
order was in 1939 and the surcharge was paid to the trust in that year, 


| 
| 


Distribution to the beneficiary did not occur until 1940, and the Commis. | 
sioner attempted to impose the tax for that year. With respect to the | 


carrying charges, the Court followed the leading case of Freuler v. Helver- 
ing * in holding that the “test of taxability to the beneficiary is not receipt 
of income, but the present right to receive it.” It held that the income was 
currently distributable as received by the trustee; in doing so, it neces- 
sarily followed De Brabant and rejected Horn. As to the surcharge, it 
refused to pass on the question whether the income was taxable in 1939 
or an earlier year,”* simply holding that it was not taxable in 1940. 

The final ** zany chapter was written by the Tax Court in Mary deF. 
Harrison Geary. This case presented a pinch of De Brabant, a full cup 
of Horn, and a couple of new ideas thrown in for spice. 

The basic facts were similar to Horn: from 1928 through 1941 net 
expenses of certain pieces of real estate were charged against other trust 
income in determining distributive amounts. In 1941 the beneficiaries ob- 
jected, and on February 6, 1942 their position was upheld by the state 
Court. Payment was made in 1942 and 1943. Returns for the years 1941 
through 1943 were before the Court. The years 1935 through 1939 ap- 
parently having been open, tax on the extra income attributable to those 
years was collected. The Commissioner assessed tax for 1941 on the 
amount attributable to 1941. He assessed tax for 1942 on the amounts at- 
tributable to 1928 through 1934 and to 1940. The Court upheld him on 
all counts, taking the approach that all income should be taxed to the bene- 


78 80 F.Supp. 534 (E.D.Pa. 1948). See also Saulsbury v. United States, supra note 59. 
74 Supra note 51. 
75 Inasmuch as it was not received by the trustee until 1939, it is difficult to see how 


ee : 


it could be distributable before then unless the trustee were on the accrual basis, which | 


is extremely unlikely. In this respect the case is exactly like the $4,000 “late distribution” 
in Plunkett, and is in accord with the Board decision in that case in rejecting the sec- 
tion 22 doctrine. 

76 Cope v. United States, supra note 73, and A. Douglas Russell, supra note 32, were 
decided later but involved an earlier taxable year. 
779 T.C. 8 (1947). 


| 
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ficiary once but not twice and in the most convenient year. The result 
seems pleasant from the standpoint of protection of the revenue but hardly 
leads to consistency in the administration of the tax laws. In effect: 

1. The Court upheld the De Brabant theory as to 1935-39. Applica- 
tion of Horn to the amounts attributable to those years would have resulted 
in the tax having to be paid again by the beneficiary. It is not surprising 
that this was not done, as the Commissioner did not request the additional 
tax and the taxpayer could hardly be expected to raise the point. 

2. The Court also necessarily applied De Brabant in upholding the Com- 
missioner’s action with respect to 1941. In view of the rest of its decision, 
this is a little surprising. 

3. The Court said it was following Horn when it upheld the Commis- 
sioner and taxed in 1942 amounts attributable to 1928-34 and 1940. Per- 
haps it was, if we assume that Horn was based on section 162 and not on 
section 22. Clearly, the Court was not following section 22, as that would 
have required taxation of part of these amounts in 1943. 

4. The Court introduced a new doctrine when it based its decision as 
to 1942 tax on section 162(c).** As this was not an estate in process of 
administration, the holding must have been that the trustee had discretion 
as to distribution. There is no indication in the decision that such a pro- 
vision existed in the trust instrument, and it is hard to conceive of a prin- 
cipal-income dispute giving the trustee such discretionary powers if they 
did not exist otherwise. But if it were, for one reason or another, a dis- 
cretionary trust, the result was clearly wrong as to 1935-39 and 1941 and 
probably wrong in taxing for 1942 the part not paid until 1943. 

5. In a dictum, the Court said that section 162(d) (4) would have ap- 
plied if the court decree had not been handed down within the first 65 days 
of 1942, as the beneficiary would then have been taxable under section 


78 “$162. Net income. .. . 

“(c) In the case of income received by estates of deceased persons during the period 
of administration or settlement of the estate, and in the case of income which, in the 
discretion of the fiduciary, may be either distributed to the beneficiary or accumulated, 
there shall be allowed as an additional deduction in computing the net income of the 
estate or trust the amount of the income of the estate or trust for its taxable year, 
which is properly paid or credited during such year to any legatee, heir, or bene- 
ficiary, but the amount so allowed as a deduction shall be included in computing the 
net income of the legatee, heir, or beneficiary ;” 

79 T.R.C. §162(d): 

“(4) Excess deductions. If for any taxable year of an estate or trust the deductions 
allowed under subsection (b) or (c) solely by reason of paragraph (2) or (3)(A) in 
respect of any income which becomes payable to a legatee, heir, or beneficiary exceed 
the net income of the estate or trust for such year, computed without such deductions, 
the amount of such excess shall not be included in computing the net income of such 
legatee, heir, or beneficiary under subsection (b) or (c)....” 
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162(d)(2).* Striving to keep from getting hopelessly enmeshed in the 
complexities of section 162(d), we shall confine our comments on this to 
two statements: 

(a) Section 162(d) (4) provides a limitation only where amounts are 
includible under section 162(d)(2) or section 162(d)(3)(A). Section 
162(d)(2), which formed the basis of the Geary dictum, provides for 
taxability to the beneficiary in the year of distributability of amounts which 
were income to the trust in an earlier period. However, its application js 
limited to income for the last 12 months of the period, a limitation not 
noted in the dictum. In fact, it is questionable whether section 162(d) (4) 
would apply even to the limited period. 

(b) If, however, the Geary dictum was right, the surprising result js 
that this type of income would nearly always be tax-free. It is not taxable 
in the earlier years (Horn), and section 162(d) (4) would normally pre- 
clude its taxability in the later year.*? If we accept Baltzell v. Mitchell;® 


80 L.R.C. §162(d) : 

“(2) Amounts distributable out of income of prior period. In cases, other than cases 
described in paragraph (1), if on a date more than 65 days after the beginning of the 
taxable year of the estate or trust, income of the estate or trust for any period becomes 
payable, the amount of such income shall be considered income of the estate or trust for 
its taxable year which is paid, credited, or to be distributed to the extent of the income 
of the estate or trust for such period, or if such period is a period of more than 12 
months, the last 12 months thereof.” 

81 Rabkin and Johnson, supra note 49, point out in a thorough discussion that the 
intent of Congress in passing sections 162(d)(2) and 162(d)(3)(A) was to reach the 


case in which the trustee had paid a low-bracket tax on the earlier year’s income. They | 


also point out that the purpose of Section 162(d)(4) was to prevent double taxation, 
a problem that could arise in our type of case only in the situation where there was 
net income to the trust, as in Emily B. Harrison, supra note 60. In addition, the spe- 
cific provision of section 162(d) (4) is that the limitation is applicable where amounts 
are deductible solely by reason of their inclusion under section 162(d)(2) or section 
162(d) (3) (A). A literal construction of Horn as a section 162 case would be that the 
amounts were deductible under section 162(b) ; if this is correct, Geary, which professed 
to follow Horn, is incorrect in stating that section 162(d) (4) could apply at all; if the 
amounts were deductible under section 162(b), they could not be deductible solely by 
reason of section 162(d) (2). The weakness of this argument is that Horn is wrong if it 
holds that the trustee had a section 162(b) deduction in the year of the court order. 
See discussion, p. 449 infra. If that is accepted and the earlier distributability (De Bra- 
bant) theory denied, then Geary is probably technically right in saying that section 
162(d) (4) would apply to this type of case, but wrong in stating that the application 
would be extended beyond the last 12 months of the period. A similar analysis would 
apply to amounts covered by section 162(d)(3)(A). This is the “65 day” rule, under 





= 


which income of a trust for one year is deductible in that year and includible by the bene- | 


ficiary if distributable in the first 65 days of the succeeding year. Had the Geary court 


order been exactly a year later, section 162(d) (4) might have applied but again, would 


have been limited to 12 months’ income. 
82 Of course, the section 22 theory could still be followed, but Geary specifically followed 
section 162 throughout and did not mention the possibility of section 22 entering the case. 
83 Supra note 30. 
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this result is undesirable; certainly it was not intended by Congress in 
passing section 162(d) (4). 

Disregarding the sections 162(c) and 162(d) theories advanced in 
Geary, we have three possible timing theories, each with substantial case 
law support : 

1. The literal interpretation of section 162. Irrespective of the date of 
resolution of the doubt, the income was distributable when received by the 
trustee, even though he did not know it was income, and even though the 
state Court might not then have held it was income. This is simply another 
application of the well-established principle that a court decision when 
rendered does not change the law but states what the law has always been. 
If we assume (as we must here) that the income is taxable to the benefi- 
ciary rather than the trustee, it follows that the cases applying this theory 
are legally correct. It is apparent, however, that no trustee or beneficiary 
can hope to file accurate returns under this rule. It is equally apparent that 
the statute of limitations will bar the collection of substantial amounts of 
tax that should be paid. 

2. The “postponed distributability” theory. Application of this theory 
(perhaps suggested by Horn) would cause postponement when the trustee 
did not know what the state law was, or when he thought he knew and was 
wrong. This is difficult to support. In other fields of tax law, and even in 
this field,** the Tax Court has decided what the state law was and then 
applied the tax results flowing from it. 

Apparently aware of that, the Tax Court twice * relied on the complete 
confusion existing in Pennsylvania during the years involved as to what 
the apportionment rule was. This principle also leads to an untenable prop- 
osition : that where the Tax Court thinks the state law was clear (whether 
or not the trustee thought so) the income is distributable at the normal 
time, but if it is confused, there is no distributable income until the con- 
fusion is cleared up. This doctrine would apparently force the Tax Court 
to decide, not what the state law was but how confused the state courts 
were at a given time. This would be embarrassing as well as legally 
unsatisfactory. 

Even more important, the postponed distributability idea breaks down 
on an examination of the statute itself. The provision of section 162(b) 


84 Bedford v. Comm’r, supra note 60; Comm’r v. Lewis, 141 F.2d 221 (3d Cir. 1944) ; 
Anthony J. Drexel Biddle, Jr., 11 T.C. 868 (1948) ; Mary Hadley Case, 8 T.C. 343 (1947). 
In the latter three cases, as in Marjorie V. L. Hudson, supra note 32, the Commissioner 
was trying to apply the De Brabant timing theory, but the issue was avoided by the 
courts’ holdings that the amounts were not distributable under applicable state law. How- 
ever, a dictum in Lewis indicates agreement with the Horn theory. 

85 John F. Nixon, supra note 32; Marjorie V. L. Hudson, supra note 32. 
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is that the trustee can deduct only “the amount of the income of the estate 
or trust for its taxable year” (emphasis supplied), and only those amounts 
deductible are includible in the beneficiary’s income. In Horn and the 
cases following it, the income distributed in the later year was income to 
the trust of an earlier year, and so could not be deducted in the year of the 
court order.*° 

3. The section 22 theory. This theory is based on the proposition that 
no distributable income is involved at all, but that the beneficiary has some- 
how realized income from some undefined source. This was the Commis- 
sioner’s argument in Horn and was accepted in at least one case by the Tax 
Court. This removes the trust entity from the picture as if the trust did 
not exist or were a sham. But the trust does exist and is not a sham. Nor 
is there the control by the beneficiary which would justify taxing the in- 
come to him under section 29.22(a)-—22 of the regulations. In addition, 
the peculiar result must be that the trustee gets no distributable income 
deduction at any time. 

We do not think it will be seriously contended that either the “‘postponed 
distributability” or section 22 theories would ever have received judicial 
support if it were not for the practical reason that the statute of limitations 
had barred the earlier years. Their only justification, therefore, is a prac- 
tical one: a “good result” is reached. Actually, the fairness of the result 
is open to question. Income is taxed that should be taxed, but on the other 
hand, income is lumped into one year and thrown into high brackets when 
it often should have been spread over many years. Though the Govern- 
ment certainly has a valid excuse for letting the statute run in these cases, 
it is not the fault of the beneficiary that the Government let it run, and he 
should not be forced to pay an extra tax because of this. 

Present law, supported by a clear majority of the more recent cases, 
seems to favor one or another theory of postponement. It should be noted, 
however, that the cases which have squarely so decided are all Tax Court 
cases. The Second Circuit Court is still, so far as we can determine, com- 
mitted to the contrary,*’ as apparently is the Eastern District of Pennsyl- 
vania.** The question is therefore still ripe for further litigation, but it is 
not likely that anything short of a Supreme Court decision would clarify 
the situation very much. 


86]t is this statutory language which prevented the Government in the “Dean trust” 
cases from taxing the income to the beneficiary in the year of distributability. This was 
one of the things that led to section 162(d). 

87 De Brabant v. Comm’r, supra note 39; Bedford v. Comm’r, supra note 60. 

88 Cope v. United States, supra note 73. 
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PossIBLE SOLUTIONS 


In view of the chaotic state of present law governing homeless income, 
no trustee or stakeholder who is in doubt as to the rightful owner of in- 
come in his hands may act with any great degree of assurance as to tax 
consequences. With a maze of conflicting cases and inconsistent theories, 
there is little likelihood that future court decisions alone will work out the 
needed harmonizing principles. Statutory change will be required. 

In formulating such a change, consideration must be given to the various 
approaches taken by the principal cases in the field. At tne risk of over- 
simplification, they may be divided into three groups: 

1. Those attributing the income to the beneficiary, whose claim is ulti- 
mately vindicated, and taxing him in the year that the trustee or stake- 
holder received it. 

2. Those attributing the income to the beneficiary but taxing him in the 
year his right is established by resolution of the doubt or settlement of the 
dispute.*° 

3. Those attributing the income to the trustee and refusing to allow him 
a deduction, with the result that he is taxable on the income as he receives 
it. 

Neither of the first two categories, wherein tax is attributed to the bene- 
ficiary, offers a sound basis for a general solution. Taxing the beneficiary 
in the year of receipt by the trustee runs into the practical difficulty of the 
statute of limitations, whereas taxing him when the doubt is resolved is 
objectionable in that it results in a lumping of several years’ income in high 
brackets when the dispute or uncertainty is settled. The latter timing 
theory has the further weakness of opening the way to tax avoidance by 
wealthy life tenants who, by refraining from the assertion of claims, could 
assure tax-free passage of doubtful sums to remaindermen. 

The third group of cases, however, in which the trustee bears the tax, 
has much practical merit. In order to give this approach uniform applica- 
tion, the Code should contain a clearer definition of the term “trust,”’ so 
that in all cases of bona fide disputes where the stakeholder is an obligor or 
a court-appointed custodian he will be treated as a trustee. This definition 
should not extend to the security (escrow) cases, where the uncertainty 
as to ultimate ownership stems from an agreement between the parties, 
nor to the claimant-custodian cases. As a second step, the term “to be dis- 
tributed currently” appearing in section 162(b) should be defined in such 
a manner as to exclude income to which no claimant has clearly established 


89 If section 22 rather than section 162 is the basis of the tax, then the beneficiary is 
not taxable until payment is made to him. 
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his right. These suggested redefinitions would do no violence to present 





rev 
law.” _ 
The attribution of all homeless income to a trustee will, however, reveal tod 
an inconsistent treatment of the cases holding that taxable income may | = g, 
exist in the hands of the beneficiary where the trustee has none (ora lesser | the 
amount). For example, if a trust receives $15,000 income and has a net 5 
capital loss of $1,000, the beneficiary is taxable on $15,000 if the trustee teen 
knows that the entire $15,000 is income to be distributed currently. If the we 
trustee is in doubt as to the effect of the capital loss and treats only $14,000 the 
as distributable, the tax on the $1,000 would be lost. It would not be tax- os 
able to the trustee being offset by a deduction, and it would not be taxable thon 
to the beneficiary when ultimately distributed, under the hypothesis that latt 
all income whose ownership is in question is to be taxed to the trustee only. | pret 
Removal of this inconsistency may be accomplished through the over- plex 
ruling of Johnston v. Helvering,” Plunkett v. Commissioner * and Balt- | aggy 
zell v. Mitchell.** This desirable result would require a relatively simple wou 
change in the statute. Section 162(d) (4) could be broadened so that the 1 
limitation of the beneficiary’s taxable income to the distributable income thos 
of the trust would apply to all trust income instead of income under sec- | oy] 
tions 162(d)(2) and 162(d)(3)(A) only. There has already been con- | — gtak 
siderable agitation to overrule Johnston and Plunkett, though Baltzell v. | 2. 
Mitchell is more firmly rooted in the tax law.*° year 
Having made these minor alterations in the Code, all of the homeless 3. 
income cases, other than the escrow and claimant-custodian cases, would com 
lend themselves to the payment of tax by the trustee or stakeholder on all the a 
income received by him in the year of its receipt. The Government would | to hi 
get its tax on an annual basis and nearly all of the ticklish problems of | 4, 
attribution and timing would vanish. secti 
Adoption of this approach would be criticized by those who consider was : 
Baltzell v. Mitchell a sound decision. Moreover, it would result in tax were 
being paid in the trustee’s lower brackets. If confined to the specific cate- of se 
gory of homeless income cases, this should not be very material from a 5. 
cement incon 
90 Supra pp. 428, 440. 
1 Supra note 36. 96 C 
92 Supra note 33. at the 
93 Supra note 30. accum 
94 A proposal to overrule them passed the House of Representatives in 1948, but a of sec 
shortage of time prevented Senate passage. such a 
95 Rabkin and Johnson, supra note 49, at 142, summarize the arguments for and against with s 
this case. Inter alia, it is there suggested that since Congress has seen fit to recognize should 
the beneficiary’s economic loss through the depreciation or depletion of trust corpus, there an indi 
is no good reason to deny recognition to other expenses or losses which represent a reduc- oT 
tion of trust corpus. settlor, 


98 CO: 











income by the stakeholder.** 
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revenue standpoint, but it would definitely create a policing problem, as 
imaginary disputes might be created or real ones unduly lengthened in 
order to procure tax advantage. The seriousness of this problem, however, 
should not be exaggerated, for it is much like that found in supervising 
the distribution of income of estates in the process of administration. 

The simplicity and certainty of a solution based on attribution to the 
trustee is definitely preferable to the vagaries of present law. However, 
we suggest that even the objections we have mentioned could be cured by 
the adoption of a somewhat novel system whereby taxable income would 
be attributed to the trustee in the first instance and then, upon the resolu- 
tion of all questions of ownership, to the beneficiary. In computing the 
latter’s liability, appropriate allowance would have to be made for the tax 
previously paid by the trustee-stakeholder. Even at the risk of new com- 
plexity in tax computations, we believe that this two-step procedure would 
assure a fair and uniform treatment of all homeless income. This concept 
would involve the following basic elements : 

1. A class of “stakeholders” would be created which would include all 
those accumulating income the true owner of which was in doubt. This 
could cover even the escrow agent. It could also include the claimant- 
stakeholder, if desired. 

2. The trustee or stakeholder would pay tax on his net income every 
year. 

3. When the doubt is resolved, the true owner would include in his in- 
come for the year of payment or the year of resolution of the doubt (if on 
the accrual basis) all the income determined to have been properly taxable 
to him.” 

4. The true owner could be given an election similar to that allowed by 
section 107, permitting him to allocate the income to the years in which it 
was received by the trustee and to compute the tax as if the added income 
were on his returns for those years. Rather than the arbitrary averaging 
of section 107, an accurate allocation is suggested for this situation. 

5. The beneficiary would be given a credit for all taxes paid on this 


a 


96 One question -to be resolved is whether to include certain cases of accumulation 
at the order of the settlor. It might be practicable to include relatively short-term 
accumulations. Possibly by such a method we could even do away with the complexities 
of section 162(d)(2) and (3). It is even possible to envision applying some system 
such as this to almost the entire field of trusts. We have not examined this possibility 
with sufficient care to comment on it. However, it is clear that this method of taxation 
should not be applied to a trust accumulating income for a long period, as for example 
an individual’s lifetime. 

87 There would be exceptions for certain cases of accumulation at the order of the 
settlor. See note 96 supra. 
®8Of course, variations can be suggested that would result in some simplification. 
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As an illustration, let us take a case in which the trustee receives $10,000 
a year from 1950 through 1954. The $10,000 is taxable net income, but 
the trustee believes that it is corpus under state law and pays tax each year 
on his return. He is disillusioned by a state court decree in 1954, and in 
that year pays the beneficiary what is left after taxes. He has been in an 
average bracket of 30 per cent; the beneficiary has been in an average 
bracket of 50 per cent. Since the trustee has paid an income tax of 
$12,000, he deducts this amount from the aggregate of $50,000 and dis- 
tributes $38,000 in 1954. The following table indicates the tax results if 
the beneficiary exercises his section 107 style of election: 


1950 1951 1952 1953 1954 


TEGHt SAOOINE 0) 5 ok sie cae 46,0 $10,000 $10,000 $10,000 $10,000 $10,000 
ON 5 see id sowed 3,000 3,000 3,000 3,000 0 
Beneficiary income (not 

received until 1954)...... 10,000 10,000 10,000 10,000 10,000 
Beneficiary tax (not payable 

ft  ) DPC 5,000 5,000 5,000 5,000 5,000 


The beneficiary owes a $25,000 tax for 1954 but gets a credit of 
$12,000, so that his net from the $38,000 distribution is $25,000.°° Ob- 
viously, were it not for the “spreading” principle adopted above, the dis- 
tribution in 1954 would have put him in higher brackets, so that his net 
tax liability would be considerably more. 

The suggested plan would prove workable even if the present rule with 
respect to amounts which did not represent net income in the hands of the 
trustees were retained. The result can be illustrated in the foregoing hypo- 
thetical case by assuming that the $10,000 per year is not gross income in 
the hands of the trustee or, being gross income, is balanced by a deduction 
of at least that much. Under these circumstances, the trustee would pay 
no tax, so that the full $50,000 would be distributed to the beneficiary in 


If there is no concern over the “lumping” of income, step 4 can be omitted. If there is 
no concern over current payment of the tax, step 2 can be limited and step 5 omitted. 

99 With respect to the credit, a formula similar to that applied to the foreign tax 
credit could be used, if desired, to prevent the beneficiary from getting a credit greater 
than his tax on the specific income. For example, a trustee in the 40 per cent bracket 
distributes $6,000 ($10,000-$4,000 tax paid) to a beneficiary in the 30 per cent bracket. 
The beneficiary returns $10,000 income. If a formula were applied, he would be restricted 
to a $3,000 credit, so that he could not apply the additional $1,000 against his other 
income. In the case of the foreign tax credit, this restriction is fair, as otherwise the 
United States would in effect be paying the foreign government. In the homeless in- 
come situation this rationale does not apply. The attempt is to tax the income in the 
beneficiary’s bracket. If it is lower than the trustee’s, the Government has been over- 
paid and the beneficiary should recover the overpayment. By making the credit un- 
restricted, we indirectly cause that to occur. 
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1954. He would then owe tax of $25,000, would receive no credit, and so 
would pay $25,000, retaining $25,000 net after taxes. 

The normal escrow situation would be easily and fairly handled. Where 
money is placed in escrow until such time as stated conditions are met, 
the escrow agent would pay tax on the income earned by the fund just as 
though he were a trustee. When the conditions were met and the escrow 
ended, the recipient would owe tax at his brackets in the years of receipt 
of the income by the escrow agent but would get a credit of the tax paid 
by him.*”° 

It should be noted in all these cases that if the stakeholder has not paid 
the tax, the running of the statute of limitations, though effective as to his 
liability, has nothing to do with the beneficiary’s liability. He gets a credit 
only for the tax actually paid.** 

The determination of the best general treatment to be given the homeless 
income situations is complicated by the fact that the problem is both 
broader and narrower than sections 161 and 162 of the Code. Homeless 
income is not confined to trusts; but the choice of a solution requires full 
consideration of the effect it may have on adjacent problems in the trust 
field. The two solutions suggested by this article are illustrative of the 
difficulties of draftsmanship encountered when these considerations are 
coupled with the basic requirements of fairness, certainty, and simplicity. 
Each solution has certain attributes and faults peculiar to itself, but there 
is an obvious balance of advantage in securing affirmative Congressional 
action along one of the suggested lines. 


100 In the case of the income directly benefiting the party who does not receive it, an 
additional complication is presented. If A sells stock to B, with the stock remaining in 
escrow until payment is complete and with dividends being applied to the purchase price, 
B, who does not receive the dividend money at the end of the escrow, does receive stock 
for which he has not made direct payment in full. For example, if A is to receive $100,000, 
and the dividends in escrow amount to $10,000, on which the escrow agent pays tax of 
$2,500, B only has to pay $92,500 into escrow. He then returns the $10,000 income, on 
which he has to pay, let us say, $4,000 tax (arrived at, if he so elects, by recomputing his 
income for the earlier years). He will take a credit of the $2,500 the escrowee has paid 
and owe a net tax of $1,500. A will receive $100,000 and have a capital gain or loss. This 
is superior to the present system (DeGuire v. Higgins, supra note 8) of taxing B as the 
dividends are paid into the escrow, because B will not have to pay the tax unless the trans- 
action is consummated. If B fails to complete the purchase and A receives the stock and 
dividends, A will pay the tax and get the credit. 

101 There would still be a minor policing problem. As the tax is not payable by the 
beneficiary until he receives the income, he might attempt to avoid both gift tax and 
high bracket income tax by failing to enforce his potential right to income in one of the 
doubtful ownership cases. This could be covered by providing, where there has been 
a failure to enforce such a right, distributability either in the year of receipt of the 
income by the trustee or in the year of death of the beneficiary. 
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Section 15(c): New Teeth For The 
Reluctant Dragon? 


MICHEL G. EMMANUEL 


I. the quest for certainty in the tax law no field has been less rewarding 
than the region of intercorporate transactions. It is in this area that some 
of the most spectacular tax controversies have occurred. The advantages 
attending the operation of a business in multi-corporate form have led to 
abuses by taxpayers and, in turn, to remedial legislation: first section 45, 
later section 129, and now section 15(c). Each of these has been supplied 
in turn to stem tax avoidance accomplished through manipulation of related 
entities. Since the reenactment of the excess profits tax, a popular method 
of accomplishing tax savings has been through the split-up* of an enter- 
prise into two or more new corporations. It is at this type of transaction 
that section 15(c) is specifically aimed. 


INTERCORPORATE EFFECTS OF SECTION 45 


It has never been seriously contended that section 45 or its statutory 
antecedents ? have posed any substantial problems at the precise point at 
which an existing corporation is carved into smaller portions; it is in the 
subsequent operational stage of the progeny that section 45 has taken its 
toll. For while the statute permits the distribution, apportionment, or allo- 
cation of income, deductions, credits, or allowances between related entities, 
it nowhere permits their disallowance.* As broad as may be the applica- 
tion of section 45,* it nevertheless neither prohibits nor penalizes the crea- 
tion and use of subsidiary corporations or affiliates to split income and thus 
stay within the minimum excess profits tax credit and surtax exemption, 


Micuet G. EmMANvEt (B.S., B.A., LL.B., University of Florida; LL.M. in Taxation, 
New York University) is Vice-Chairman of the Tax Section of The Florida Bar and a 
partner in Mabry, Reaves, Carlton, Anderson, Fields & Ward, Tampa, Florida. 

1The term “split-up” is used loosely throughout this article to mean the division of an 
existing entity and should not be taken as a technical term denoting a specific type of 
reorganization. 

2The current section 45 is substantially the same as it was enacted in the Revenue 
Act of 1928, except for an additional provision which allows the Commissioner to allocate 
credits and allowances as well as gross income and deductions. 

8 General Industries Corp., 35 B.T.A. 615. (1937) Acq. 

* Cooper, Section 45, 4 Tax L. Rev. 131 (1949). 
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so long as the transactions between the related companies are on a parity 
with those between uncontrolled taxpayers.° 

Through the years of litigation involving section 45, it has been learned 
that related corporations must deal with each other at arm’s length. They 
may not set arbitrary prices or charges in order to manipulate income and 
expenses between themselves.®° One corporation may not make a sale at 
cost in order that another related corporation instead of the transferring 
corporation * may realize a gain; nor may a sale at cost be made in order 
that one related corporation may shift a loss to another.® 

Two recent cases have involved the effectiveness of section 45 as a deter- 
rent to multi-corporate engagement in a single enterprise. In Advance 
Machinery Exchange, Inc.® the taxpayer had been organized by one Blach- 
man to deal in used machinery. Subsequently, two new corporations were 
formed to engage in the same business, and Blachman also entered the 
field as an individual. All four enterprises were controlled by Blachman 
and his son, used the same office, and shared identical employees and equip- 
ment. Each business had many customers in common. The Commis- 
sioner’s attack was to allocate the net income from the two new corpora- 
tions and from Blachman, individually, to the taxpayer, relying on both sec- 
tion 22(a)*° and section 45. The Tax Court accepted the Commissioner’s 
section 22(a) rationale, stating that there was in reality only one taxable 
entity, the petitioner, and all of the income of the four businesses was at- 
tributable to it. The Tax Court was silent, however, on the applicability 
of section 45. The Court of Appeals for the Second Circuit, in a bit-in-the- 
teeth decision, affirmed the Tax Court on the entirely different premise 
that the allocation was proper under section 45. 

In Commissioner v. Chelsea Products, Inc.* the Third Circuit Court 
passed upon the validity of a similar multi-corporate set-up and held that 
while section 45 allows the Commissioner to allocate income to prevent dis- 
tortion, it does not permit him to disregard corporate entities. The Court 


properly pointed out that section 45 assumes the separate existence of the 


corporate entities between which an allocation should be made. In a foot- 


note to its opinion ** the Court treated the Second Circuit Court’s observa- | 


5 Reg. 111, Sec. 29.45-1(b). 

6 Welworth Realty Co., 40 B.T.A. 97 (1939). 

7 Asiatic Petroleum Co., Ltd. v. Comm’r, 79 F.2d 234 (2d Cir. 1935), cert. denied, 
296 U.S. 645 (1935). 

8G. U. R. Company v. Comm’r, 117 F.2d 187 (7th Cir. 1941). 

98 TCM 84 (1949), aff'd, 196 F.2d 1006 (2d Cir. 1952). 

10TIn effect attributing the income, regardless of source, to the person or entity who 
actually earned it. 

11197 F.2d 620 (3d Cir. 1952), affirming 16 T.C. 840 (1951). 

12 Jd, at 624. 
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tion with regard to section 45 in Advance Machinery as “essentially dicta” 
since the Tax Court in that case had determined that in reality there was 
but one taxable entity. 

By and large the Commissioner has treated section 45 as a standby 
weapon in his attacks against corporate split-ups. The principal assault 
has usually been made under section 129 with section 45 in reserve for 
added psychological effect.** ; 


Spiit-Urs UNDER SEcTION 129 


Section 129 was born with the Revenue Act of 1943 and stemmed from 
a large-scale traffic in corporate shells. The war-time tax structure en- 
couraged many prospective incorporators to purchase the deficits of dis- 
sipated corporations in order to take advantage of loss carry-overs or to 
acquire corporations with large excess profits tax credits.** The effect of 
section 129 is to deny a deduction, credit, or other allowance to any cor- 
poration which acquires control of another corporation for the principal 
purpose of securing the benefit of a deduction, credit, or other allowance 
which it would not otherwise enjoy.** The broader powers granted by this 
section were intended to aid the Commissioner in dealing with situations 
which were beyond the reach of section 45. Disallowance of deductions, 
credits, or allowances was provided for the first time,** and the Commis- 


18 For example, see Dilworth Co. v. Henslee, 98 F.Supp. 957 (M.D.Tenn. 1950). 

14For the background, legislative history, and analyses of section 129 see Rudick, 
Acquisitions To Avoid Income or Excess Profits Tax: Section 129 of the Internal 
Revenue Code, 58 Harv. L. Rev. 196 (1944) ; Chase, An Analysis of Section 129 of the 
Internal Revenue Code, 30 Corn. L.Q. 421 (1945) ; Barnard, Acquisitions for Tax Benefit, 
34 Calif. L. Rev. 36 (1946) ; Wales, The Phipps Case, Section 129, and the Availability of 
Tax Advantages of an Acquired Corporation in PrRocEEDINGS OF NEw YorK UNIVERSITY 
E1icHtH ANNUAL INSTITUTE ON FEDERAL TAXATION 920 (1950); Ekman, What Has 
Happened Under Section 129: What May We Expect? in Proceepincs or NEw York 
University DECENNIAL INSTITUTE ON FEDERAL TAXATION 1231 (1952). 

15 T.R.C. §129(a): 

“If (1) any person or persons acquire, on or after October 8, 1940, directly or indirectly, 
control of a corporation, or (2) any corporation acquires, on or after October 8, 1940, 
directly or indirectly, property of another corporation, not controlled, directly or indirectly, 
immediately prior to such acquisition, by such acquiring corporation or its stockholders, 
the basis of which property, in the hands of the acquiring corporation, is determined by 
reference to the basis in the hands of the transferor corporation, and the principal pur- 
pose for which such acquisition was made is evasion or avoidance of Federal income or 
excess profits tax by securing the benefit of a deduction, credit, or other allowance which 
such person or corporation would not otherwise enjoy, then such deduction, credit, or 
other allowance shall not be allowed. For the purposes of clause (1) and (2), control 
means the ownership of stock possessing at least 50 per centum of the total combined 
voting power of all classes of stock entitled to vote or at least 50 per centum of the total 
value of shares of all classes of stock in the corporation.” 

16In cases in which section 129(a) applies, I.R.C. §129(b)(1) authorizes the Com- 
missioner “. . . to allow as a deduction, credit, or allowance any part.of any amount dis- 
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sioner was authorized partially to restore some such disallowed items or to 
apportion them among the corporations on the basis of the properties 
involved.*” 

The first litigated case touching upon section 129 involved a taxable 
year in which the statute was not applicable.‘* For reasons unknown and 
unexplained, however, the Tax Court enunciated a dictum to the effect 
that while section 129 might prohibit the use of a deduction, credit, or al- 
lowance by the acquiring person or corporation, it does not affect their use 
by the corporation whose control was acquired. This principle became the 
vehicle in which taxpayers rode to victory in the Commodore’s Point Ter- 
minal *® and A. B. & Container * cases. The results reached in these cases 
throw at least some doubt upon the validity of the Commissioner’s regula- 
tions, applying section 129 to newly organized corporations,” and lend 
added force to the argument that section 129 was not intended to apply to 
corporate split-ups, for when a new subsidiary is formed, its surtax exemp- 
tion and excess profits tax credit are available to it alone and not to the 
parent. If the parent is considered the “acquiring corporation” there is no 
deduction, credit, or allowance, the benefit of which it would not be en- 
titled to even if the new subsidiary had not been created. 

When the Tax Court had squarely presented to it the question of the 
applicability of section 129 to corporate split-ups, it chose to avoid coming 
to grips with the problem and fell back upon the more familiar principle of 
business purpose. In Alcorn Wholesale Co.” the Court approved five sepa- 
rate corporations. It brushed aside section 129 in favor of a finding that 
several good business reasons existed for the division, and tax avoidance, 
even if present, was not the principal motive for the split-up. 

Following closely on the heels of the Alcorn case were two more split- 
up situations, both of which the Tax Court resolved in favor of the tax- 
payer. In Berland’s, Inc. of South Bend * separate excess profits exemp- 


allowed by such subsection, if he determines that such allowance will not result in the 
evasion or avoidance of Federal income and excess profits tax for which the acquisition 
was made;....” 

17 Under I.R.C. §129(b) (2) the Commissioner may “. . . distribute, apportion, or allo- 
cate gross income and distribute, apportion, or allocate the deductions, credits, or allow- 
ances the benefit of which was sought to be secured, between or among the corporations, 
or properties, or parts thereof, involved, and to allow such deductions, credits, or allow- 
ances so distributed, apportioned, or allocated, but to give effect to such allowance only to 
such extent as he determines will not result in the evasion or avoidance of Federal income 
and excess profits tax for which the acquisition was made; ... .” 

18 Alprosa Watch Corp., 11 T.C. 240 (1948). 

19 Commodore’s Point Terminal Corp., 11 T.C. 411 (1948). 

20 A. B. & Container Corp., 14 T.C. 842 (1950). 

21 Reg. 111, Sec. 29.129-3. 

2216 T.C. 75 (1951) Acq. 

2316 T.C. 182 (1951) Acq. 
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tions were allowed to twenty-two corporate subsidiaries of a common 
parent, each engaged in the retail shoe trade. The Court, finding the prin- 
cipal reason for the multi-corporate structure was the desire to limit liabil- 
ities on store leases and to improve each corporation’s bargaining position 
with regard to more desirable lease terms, disposed of the case on the 
Alcorn principle. The Chelsea Products ** case, discussed earlier, involved 
both section 45 and section 129 but was decided both in the Tax Court 
and on appeal entirely on the section 45 tenet. 

Dilworth Co. v. Henslee *° was a District Court case reaching the same 
result upon a different premise. A Tennessee parent organized a Missis- 
sippi subsidiary and transferred to it all of its Mississippi assets. The 
Court found that the principal purpose for the split-up was to avoid cer- 
tain handicaps connected with doing business in Mississippi as a foreign 
corporation. Stating that section 129 was inapplicable because no new 
assets were acquired by the parent, the Court said that section 129 “applies 
only to a situation where one corporation or one individual acquires new 
assets.” This interpretation of the statute has been criticized as a new 
tangent thoroughly inconsistent with Tax Court precedents.** It is im- 
probable that the Circuit Courts of Appeals will adopt this restricted appli- 
cation of the section. 

The courts have been so liberal in their interpretation of section 129, 
that every litigated case to date has concluded favorably for the taxpayer. 
Although there has been no clear-cut decision on the applicability of that 
statute to split-ups, all guide posts point to a safe passage if any substantial 
business reason for the division can be demonstrated. 


Section 15(c): Its Purposes 


Legislative History. When the excess profits tax was reenacted in the 
Revenue Act of 1950, the Treasury Department cast about for a more 
satisfactory method to prevent the obtaining of multiple exemptions by 
corporate split-ups. Its proposed solution was section 123 of H.R. 4473,” 
which became the Revenue Act of 1951. 

The operation of section 123 as originally introduced would have been 
as automatic as a steel trap. It provided that a group of related corpora- 
tions, regardless of when, why, or how created, controlled by the same in- 
terests would be permitted only a single minimum excess profits tax credit 
or surtax exemption, which could be allocated equally among members of 


24 Note 11 supra. 

2598 F.Supp. 957 (M.D.Tenn. 1950). 

26 Ekman, op. cit. supra note 14, at 1239. 
27 82d Cong., Ist Sess. (1951). 
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the group or prorated among them in any manner to which members of 
the group agreed. A “related” group of corporations was defined as one 
or more chains of corporations connected through ownership with a com- 
mon parent corporation when at least ninety-five per cent of the voting 
power of all classes of stock of each subsidiary is owned directly by one 
or more of the other corporations, and the common parent owns directly 
stock possessing at least ninety-five per cent of the voting stock in at least 
one of the other corporations. 

Although accepted by the House, the penal nature of section 123 led to 
its rejection by the Senate Finance Committee as “. . . so broad in its 
attack on the problem that, if enacted, it could result in substantial injury 
to many businesses whose present corporate organization has not been 
motivated by tax avoidance.” ** The Committee went on to state: *° 
A business may be required to incorporate separately in each State in which 
it carries on its activities. Furthermore, State laws sometimes prohibit the 
chartering of a corporation for more than one business purpose. A related 
corporation frequently will be formed for the purpose of limiting liability with 
respect to the development of a new and risky enterprise. All of these are 
traditional and legitimate purposes for the creation of new and separate cor- 
porations, yet the House bill would strike at these bona fide corporate entities 
in the same manner as it would treat cases of true tax avoidance. 


The House conferees substituted the comparatively milder provisions 
of section 121 of the Revenue Act of 1951 while the bill was in conference, 
and these in turn became section 15(c) of the Internal Revenue Code. 

Provisions and Objectives. Section 15(c) is intended to fit tongue-in- 
groove into section 129 to provide continuity in a direction in which the 
courts have refused to travel. This dovetailing of the two statutes dimin- 
ishes the importance of the application of section 129 to split-ups and sub- 
stitutes the more immediate problem of determining to what extent the 
new law superintends the orderly division of corporate entities. 

Section 15(c) is somewhat startling in its more or less mandatory lan- 
guage. It provides, in effect, that if one corporation transfers after De- 
cember 31, 1950 all or part of its property (other than money) to another 
corporation, neither the $25,000 surtax exemption provided by section 
15(b) nor the minimum excess profits credit provided in section 431 shall 
be allowed the transferee if: 

(1) the transferee was created for the purpose of acquiring such prop- 
erty, or 

(2) the transferee was not actively engaged in business at the time of 
the acquisition, and 

28 Sen. Rep. No. 781, 82d Cong., Ist Sess., 1951-2 Cum. Butt. 458, 506 

29 Id. at 506, 507. 
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(3) after such transfer the transferor or its stockholders, or both, are 
in control of the transferee during any part of the taxable year of the 
transferee, unless 

(4) the transferee establishes by the clear preponderance of the evi- 
dence that the securing of either such exemption or such credit, or both, 
was not a major purpose of such transfer, or 

(5) the Commissioner allows such exemption or such credit pursuant 
to the authority provided in section 15(c) and section 129(b). 

Although section 15(c) applies to both the income and excess profits 
taxes, its operation is specifically limited to taxable years in which the sub- 
chapted D excess profits tax is in effect. Section 129 contains no such 
limitation. 

It has been stated by one commentator that the principal effect of section 
15(c) is the further weakening of section 129.* It was perhaps with this 
possibility in mind that the Commissioner wrote into his proposed regula- 
tions : ** 


It is not intended, however, that Section 15(c) be interpreted as delimiting 
or abrogating any principle of law established by judicial decision, or any 
existing provisions of the Internal Revenue Code, such as Sections 45 and 
129, which have the effect of preventing the avoidance or evasion of income 
or excess profits taxes. Such principles of law and such provisions of the 
Code, including Section 15(c), are not mutually exclusive, and in appropriate 
cases they may operate together or they may operate separately.** 


Section 15(c): ANALysIS 


Mode of Transfer. Section 15(c) is brought into play by a transfer, 
by any corporation to a new or previously inactive corporation, of property 
in a form other than cash. The proposed regulations state that the mere 
fact that a transfer qualifies as a reorganization under section 112(g) does 
not remove it from the purview of section 15(c).** The principal forms 
of transfers to which the section is applicable are: (1) a sale by one cor- 
poration to a related new or previously inactive corporation; (2) a trans- 
fer pursuant to the organization of a corporation under section 112(b) 
(5) ; and a transfer which fits one of the reorganization patterns of section 


30 Ekman, op. cit. supra note 14, at 1247. 

31 Proposed Reg. 111, Sec. 29.15-2(b), Fep. Rec. Jan. 3, 1953. 

32 This puts into more precise language the words of the Conference Committee Report: 
“It is not intended that the new subsection shall in any way delimit or abrogate any of 
the existing provisions of the Code (including Sec. 129), or any principle established by 
judicial decision, which have the effect of preventing the avoidance of income or excess 
profits taxes.” 

33 Proposed Reg. 111, Sec. 29.15-2(d). 
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112(g), including those transactions which have come to be known as 
“spin-off,” “‘split-off,” or “split-up” reorganizations.** 

The exclusion of a transfer of cash from the operation of the statute 
poses additional problems. To what extent may cash be used after it is 
transferred, and for what purpose? The proposed regulations advance the 
interpretation that a money transfer is excluded only if it is in substance a 
transfer of cash; and further, that if the transferee uses the money to pur- 
chase assets from the transferor, section 15(c) shall be applicable.** It 
may reasonably be presumed that similar transactions through “straw 
men” will receive the same treatment, although the proposed regulations 
are silent upon this related point. But what of transfers of material, equip- 
ment, and supplies made through bookkeeping entries upon the books of 
supply houses which sell to both transferor and transferee? How will as- 
sumption by the transferee of payments to a third party vendor under a 
retained-title contract be treated when it accompanies a transfer of mere 
physical possession of the asset? Does the leasing of assets constitute a 
transfer within the meaning of the statute? 

Suppose Corporation A transfers cash to newly organized Corporation 
B, which takes over a business function which Corporation A has discon- 
tinued. Having no further use for the supplies formerly used in the aban. 
doned enterprise, Corporation A sells them back to the supply house from 
which they were originally purchased, and the supply house resells the 
identical or similar supplies to Corporation B, which uses the cash trans- 
ferred by Corporation A to pay for them. Similarly, Corporation A, which 
has been purchasing, under a retained-title contract, equipment which is no 
longer needed, allows the vendor to repossess the equipment, which is de- 
livered to Corporation B upon its agreement to continue the payments 
thereon. In the case of the supplies the result would depend largely upon 
whether the transaction was bona fide or a sham. If the goods are in short 
supply, or it is customary in the trade to repurchase unneeded materials, the 
transaction could probably be sustained as an original purchase by Cor- 
poration B from the third party ; if, on the other hand, the supplier entered 
into the arrangement only as an accommodation to Corporation A, the re- 
purchase and resale would in all probability be treated as shams, and, in 
substance, the transaction would be treated as a transfer of property. 

With respect to the retained-title contract, the answer would be affected 
by the terms of the written instrument. Certainly there is no conveyance 
of legal title; however, if under the provisions of the contract Corpora- 
tion A has acquired any right or privilege of ownership in regard to the 

84 Mintz, Divisive Corporate Reorganizations: Split-Ups and Split-Offs,6 Tax L. Rev. 


365 (1951). 
85 Proposed Reg. 111, Sec. 29.15(d). 
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assets by reason of its previous payments, the transaction could amount 
to a transfer of that right or privilege to Corporation B. If, on the other 
hand, Corporation B receives no more than it would have acquired as an 
absolute stranger, there does not appear to be such a transfer as would 
bring section 15(c) into operation. 

Suppose the transaction between Corporations A and B involved a lease 
by Corporation A to Corporation B of all of the assets used in the enter- 
prise which it was abandoning. Would such a lease fall within the defini- 
tion of a transfer for purposes of section 15(c)? Probably not, because 
the use of the word “transfer,” without more, has become equivalent 
throughout the law with the terms “alienate” and “convey.” *° 

Status of Transferee. It would seem clear from a reading of the statute 
that section 15(c) was intended by Congress to apply to either a new cor- 
poration, whose first transaction is the receipt of property from another 
related corporation, or to an older corporation which has been inactive for 
some time prior to such a transfer.** The proposed regulations interpret 
the statutory language as including within the meaning of “not actively 
engaged in business” corporations engaged in winding up their affairs.** 
While most corporations in the process of dissolution are admittedly not 
engaged in business, it is often difficult to determine factually when a 
company commences winding up its affairs, for a large number of such 
corporations are never legally wound up and dissolved. Perhaps a more 
realistic test of whether a corporation is actively engaged in business would 
be whether it has been relieved of its obligation to file an income tax return. 

Although it is provided that in general the transferee corporation will 
have no surtax exemption or minimum excess profits credit, the Commis- 
sioner is authorized to allow all or any part of the surtax exemption or the 
minimum excess profits credit to the transferee corporation or to appor- 
tion either the exemption or credit between two or more corporations, if 


86 Brack, Law Dictionary (3d ed. 1933) defines the noun “transfer” as “The passing 
of a thing or of property from one person to another; alienation; conveyance. An act 
of the parties or of the law by which the title to property is conveyed from one person 
to another.” 

87 L.R.C. §15(c): 

“If any corporation transfers ... to another corporation which was created for the 
purpose of acquiring such property or which was not actively engaged in business at the 
time of such acquisition, ... .” 

88 Proposed Reg. 111, Sec. 29.15-2(b): 

“For the purpose of section 15(c) and this section, a corporation maintaining an office 
for the purpose of preserving its corporate existence is not considered to be ‘actively 
engaged in business’ even though such corporation may be deemed to be ‘doing business 
for other purposes. Similarly, for the purpose of section 15(c) and this section, a cor- 
poration engaged in winding up its affairs, prior to an acquisition to which section 15(c) 
is applicable, is not considered to be ‘actively engaged in business.’ ” 
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that will not result in tax avoidance. Thus, if the original corporation is 
split into two or more corporations and then liquidated, the surtax credit 
and the minimum excess profits credit which the old corporation would 
have had may be allowed to one of the new corporations or equitably di- 
vided between them. Or if the old corporation continues to operate part 
of the business but has an income for any taxable year of less than $25,000, 
that part of the surtax exemption or the minimum excess profits credit 
which it does not need may be allocated to the transferee corporation. 

Control of the Transferee. In determining whether the transferor corpo- 
ration or its stockholders, or both, are in control of the transferee corpo- 
ration, the term “control” is defined both in the statute and regulations as 
the ownership of stock possessing at least eighty per cent of the total com- 
bined voting power of all classes of voting stock or at least eighty per cent 
of the total value of shares of all classes of stock.*® In determining either 
of these requirements, all classes of stock are to be considered together. 
In addition to stock held directly or under an option to purchase, an indi- 
vidual is deemed, for purposes of section 15(c), to own stock held directly 
or indirectly by or for his spouse or minor children. An individual is also 
considered as owning a proportionate part of the stock owned by a corpora- 
tion, partnership, estate, or trust in which he holds an interest as a share- 
holder, partner, or beneficiary.** 

The statute makes adequate provision for “creeping control” in pro- 
viding for the disallowance of the exemption or credit for the taxable 
year in which the transfer of the property occurs or any subsequent taxable 
year in which the transferor corporation, or its shareholders, or both are 
in control of the transferee. Accordingly, if Corporation A transfers a 
part of its property to Corporation B, a corporation not actively engaged 
in business at the time of the transfer, in exchange for seventy per cent 
of Corporation B’s voting stock, and in a later taxable year obtains an ad- 
ditional ten per cent of Corporation B’s voting stock, Corporation B will 
be disallowed the surtax exemption and minimum excess profits tax credit 
for the taxable year in which Corporation A achieved the requisite control 
and for each taxable year thereafter, so long as Corporation A owns eighty 
per cent of Corporation B’s voting stock. The only limits as to time are 
that the initial transfer must have occurred after December 31, 1950, and 
the acquisition of control must have been during a year in which section 
15(c) was applicable.* 


39 Joint Committee Staff Summary of Provisions of Revenue Act of 1951, 1951-2 Cum. 
Butt. 287, 303. 

40 Proposed Reg. 111, Sec. 29.15-2(c). 

41 Td, 

42 For another concept of “control,” see section 430(e)(2)(B) which would reduce 
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Purpose of the Transfer. Taxpayers have assumed, in view of the 
recent cases on the subject, that a single good business purpose for split- 
ting an existing enterprise into one or more new corporations is sufficient 
to circumvent section 129. The approach to section 15(c), however, is 
different. Acknowledging that business reasons almost always exist side 
by side with a motive to minimize taxes, the Commissioner’s regulations 
provide that it is not necessary that obtaining either the minimum excess 
profits tax credit or the surtax exemption should have been the sole or prin- 
cipal purpose of the transfer of the property in order for section 15(c) to 
apply. “It is sufficient if it appears, in the light of all the facts and circum- 
stances, that the obtaining of such exemption or credit, or both, was one 
of the important considerations that prompted the transfer. Thus, the 
securing of the surtax exemption or the minimum excess profits credit may 
constitute ‘a major purpose’ of the transfer, notwithstanding that such 
transfer was effected for a valid business purpose and qualified as a reor- 
ganization within the meaning of section 112(g).” ** This interpretation 
by the proposed regulations would appear to be inconsistent with the 
language used by the Senate Finance Committee in rejecting section 123 
of H.R. 4473. 

Bearing in mind the present high corporate income and excess profits 
tax rates, is there conceivably a situation in which taxes are reduced, how- 
ever incidentally, when such reduction would not constitute a “major pur- 
pose” of whatever action brought it about? It would appear that the larger 
a corporation’s profits are, the less important the minimum excess profits 
tax credit and surtax exemption become to it. Hence, the achievement of 
such additional credits and exemptions would be of minor consequences in 
the split-up of a multi-million dollar enterprise, while tax savings resulting 
from the division of a smaller business would be a major factor even 
though the principal reason for the split had nothing to do with taxes. In 
this manner the purpose of the statute is accomplished to the proportion- 
ately greater prejudice of the smaller corporation. 

Taxpayer's Burden of Proof. As pointed out earlier, the language of 
section 15(c) is quite mandatory and its operation almost automatic. The 
statute states unequivocally that in the event the prerequisite conditions 


or eliminate the benefits which a new corporation would receive from the special excess 
profits tax rates applicable to new corporations if it were ‘1c recipient of property from 
another corporation whose shareholders also own 50 per cent of the stock in the new 
corporation. Section 445(g) (2), to which section 430(e)(2)(B) refers, contains similar 
provisions, 

48 Proposed Reg. 111, Sec. 29.15-2(e). 

44 The Committee distinguished between the traditional and legitimate purposes for the 
creation of new and separate corporations and “cases of true tax avoidance,” stating that 
the Act should not apply to bona fide corporate entities. Note 29 supra. 
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obtain, the transferee corporation shall not be allowed either the surtax 
exemption or minimum excess profits tax credit unless it can establish by 
the “clear preponderance of the evidence” that the securing of such exemp- 
tion or credit was not a major purpose of such transfer. 

The term “clear preponderance of the evidence” would appear to be 
somewhat out of place in an administrative provision such as section 
15(c) ; however, this is not the only place in the Code in which the phrase 
makes its appearance. Section 102, which levies a surtax on corporations 
improperly accumulating surplus, uses the identical language,** but in that 


case the regulations expressly state that the taxpayer must meet that stand- | 


ard of proof only if he chooses to litigate.“ Does the use of the words 
“clear preponderance of the evidence” place upon a taxpayer any greater 


burden than the burden of proof normally necessary to overcome the Com- | 


missioner’s prima facie case? Is the effect of the language to create an ad- 
ditional presumption in favor of the Commissioner’s determination? Is 
there any significant difference between a “clear preponderance,” a “fair 
preponderance,” and merely a “preponderance” of the evidence? 

In the ordinary civil suit, a “preponderance of the evidence”’ is the excess 
over the amount of testimony necessary to balance the scales, and the party 
having the burden of proof must furnish that excess before he is entitled 


to a finding in his favor.*’ Although a number of cases involving the | 


propriety of instructions to juries have attempted to distinguish between 
“clear,” “fair,” “convincing,” and “satisfactory” preponderances of the 
evidence,** the better rule would seem to be that what constitutes a pre- 
ponderance of the evidence varies to the extent necessary to overcome op- 
posing presumptions as well as opposing evidence.*® Any effort to require 





45 T.R.C. §102(c): 

“The fact that the earnings or profits of a corporation are permitted to accumulate 
beyond the reasonable needs of the business shall be determinative of the purpose to avoid 
surtax upon shareholders unless the corporation by the clear preponderance of the evi- 
dence shall prove to the contrary.” 

46 Reg. 111, Sec. 29.102-2 states: 

“If the Commissioner determines that the corporation was formed or availed of for 
the purpose of avoiding the individual surtax through the medium of permitting earnings 
or profits to accumulate and the taxpayer contests such determination of fact by litiga- 
tion, the burden of proving the determination wrong by a preponderance of evidence, 
together with the corresponding burden of first going forward with the evidence, . . . is 
on the taxpayer under principles applicable to income tax cases generally, . . . while 
if earnings or profits are permitted to accumulate beyond the reasonable needs of the 
business, then the Code adds still more weight to Commissioner’s determination by pro- 
viding that . . . the existence of such an accumulation is determinative of the purpose 
to avoid surtax upon shareholders unless the taxpayer proves the contrary by such a clear 
preponderance of all the evidence that the absence of such a purpose is unmistakable.” 

47 Palmer v. Huston, 67 Wash. 210, 121 Pac. 452 (1912). 

48 See cases collected, WIGMoRE ON EvipENCE, §2498 (3d ed. 1940). 

49 Troeder v. Lorsch, 150 Fed. 710, 715 (1st Cir. 1906). 
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a stronger standard than a mere “preponderance of the evidence” in a civil 
case may be criticized as an attempt to engraft upon the civil law principles 
pertaining to the criminal. 

In the final analysis, therefore, since section 15(c) creates no new pre- 
sumptions, the taxpayer’s burden is neither greater nor less than it has 
always been in a civil suit—the burden of going forward with the evidence 
and proving the Commissioner’s determination clearly wrong by the 
greater weight of the evidence. 

Double Penalty to New Corporations. One feature of the split-up prob- 
lem is often overlooked. It consists in the close correlation between section 
15(c) and section 430(e). The latter section provides for lower alterna- 
tive excess profits tax rates in the case of certain new corporations. Sec- 
tion 430(e)(2)(B) may deny the benefits of these special rates to newly 
organized companies which have received their assets as the result of 
a tax-free exchange, or by purchase or distribution from a corporation 
whose shareholders own, directly or indirectly, fifty per cent of the stock 
of the new company. Section 445(g), under identical conditions, makes 
such new companies ineligible for the benefits of the new corporation 
average base period net income method of computing their excess profits 
tax credit. 

Perhaps the most severe application of section 430(e) (2) (B) is that 
the tax rate applicable to certain newly created corporations is automati- 
cally denied to a company controlled by the same group of not more than 
four people who control another corporation which was engaged in a sub- 
stantially similar trade or business. “Control” is determined by the fifty 
per cent rule. In such case not even a transfer of assets is necessary to 
bring the statute into operation. Engagement in a substantially similar 
enterprise together with the specified amount of control suffices automati- 
cally. 

When coupled with section 15(c), the provisions of sections 430(e) 
(2)(B) and 445(g) add up to a double penalty against new corporations 
which are created through a division of existing entities. Motive and pur- 
pose have no mitigating effect in the operation of sections 430(e) (2) (B) 
and 445(g), which in itself is a strong indication that these provisions 
slipped past Congress in the legislative shuffling of tax bills which attended 
the enactment of the 1951 Revenue Act. Possibly these two provisions 
were intended to be the excess profits tax counterparts of the original 
section 123 of H.R. 4473, which was killed by the Senate Finance Com- 


50 See Landman, Multiplying Business Corporations and Acquiring Tax Losses, 8 Tax 
L. Rev. 81 (1952), which temptingly dangles the bait without revealing the hook. 

















470 TAX LAW REVIEW [ Vol. 8: 


mittee as too severe. Certainly their provisions are just as mechanical 
and their method the same. Many of the criticisms directed by the Senate 
Committee at section 123 are equally applicable to these two excess profits 
tax sections. 


CONCLUSION 


To those who are inclined toward the opinion that the net effect of 
section 15(c) is no more than an extension of the business purpose re- 
quirement to split-ups, it is submitted that such a view is a serious under- 
estimation of the power and effect of this new statute. Section 15(c) is 
clearly intended to go much farther than section 129 and to make the tax- 
payer run the gauntlet of proof whenever a new corporation is formed to 
take over the assets of an existing corporation. The immediate effect of 
the enactment of the new statute has undoubtedly been to reduce the 
traffic in tax-free reorganizations and other transfers of property between 
members of a controlled group.” These transactions have been further 
reduced by the Bureau’s disinclination to issue rulings on whether a trans- 
fer or acquisition is within section 15(c) or section 129.°° 

With the refusal of the courts to extend section 129 into the realm of 
split-ups, there is little doubt that a workable method was needed to deter 
tax avoidance by “middle class” corporations. It would appear that the 
principal question is by what method this should be accomplished without 
making the therapy more dangerous than the ailment. One method would 
have been through a mild legislative extension of section 129; we are here 
dealing with another. 


Section 15(c) has been criticized as adding to doubt and uncertainty in | 
an area where too much confusion already exists. The long-range effect | 


of the statute will be to curtail specialization along natural business lines 
and to discourage the voluntary breaking up of large enterprises into 
smaller entities. It is not a little ludicrous that while the legislative policy 
of the Treasury Department is encouraging the merger, consolidation, and 
growth of large businesses, the Justice Department contemporaneously 
views with concern the size to which many large businesses are growing. 
Perhaps a more alarming feature of section 15(c) is the mechanical 
approach it makes to the problem. In its practical administration an affirm- 
ative reply to the pertinent question appearing on the corporate income tax 


51 Note 29 supra. 

52 Cf. Landman, supra note 50, at 81. Professor Landman is of the opinion that the 
combined effect of sections 15(c) and 112(b)(11) has been to spur the multiplication 
of corporations. 

53 Rey. Rul. 10, 1953 Int. Rev. Buty. No. 2 at 18 (1953). 
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return ** will no doubt bring about positive action when the return is ex- 
amined. 

Under the existing law, what then can be recommended to a corporation 
which desires its operations divided among smaller subsidiaries? It has 
been suggested that the leasing of assets might be a method apart from the 
“transfer” of property. Arrangements of this nature should, of course, 
be at arm’s length to avoid the application of section 45. However, in the 
event that the necessary control is present, the lessee, if a new entity, may 
be denied the benefits of the new corporation excess profits tax rates by 
section 430(e)(2)(B). If it is contemplated that property be sold or ex- 
changed to a new or previously inactive corporation, great care should be 
exercised to show that the securing of additional exemptions or credits is 
not a major purpose for the transfer. If the motive to minimize taxes 
should loom as a substantial purpose for the transaction, its consummation 
may be undesirable unless new capital can be introduced in order to circum- 
vent the “control” requirement. Particularly dangerous is the statute’s 
operation with regard to smaller corporations which have only recently 
climbed into surtax and excess profits tax brackets. 

Our experience shows that whenever a statute involves determination of 
motive and intent, much depends upon the first cases to be litigated. If they 
are strong with equities in the taxpayer’s favor, it is possible that the law 
will develop in a lenient manner. In the meantime, each practitioner will 
do well to exercise care that he is not involved in the initial evolution of 
the doctrines under section 15(c). 

54 Question 12 on the 1952 corporation income tax return, Form 1120, asks for a “yes” 


or “no” answer with regard to whether a section 15(c) transaction has occurred since 
December 31, 1950. 
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When Is A Petition “Filed” In The 
Tax Court? 


TOBIAS WEISS 


T obtain review of a determination of tax deficiency made by the Com- 
missioner, a taxpayer is authorized by the Internal Revenue Code to file 
a petition with the Tax Court within a prescribed period.* Unless this 
provision is complied with, the Court has no jurisdiction. Regardless of 
the equities involved, in the absence of compliance the petition must be 
dismissed.* The point at which a petition becomes “filed” thus may be of 


Tosras Wess (B.S.S., College of the City of New York; LL.B., Columbia University) 
is a member of the New York and District of Columbia Bars; Attorney, Tax Court of 
the United States; and contributor to legal periodicals. 

The opinions expressed herein are presented only as those of the author, unless other- 
wise indicated, and not of the Tax Court of the United States or of any agency or official 
of the United States Government. 

1 Section 272(a) (1) of the Code provides that “Within ninety days after such notice 
[of deficiency] is mailed (not counting Saturday, Sunday, or a legal holiday in the Dis- 
trict of Columbia as the ninetieth day), the taxpayer may file a petition with the [Tax 
Court] ... for a redetermination of the deficiency.” The same section also provides 
that “If the notice is addressed to a person outside the States of the Union and the Dis- 
trict of Columbia, the period specified in this paragraph shall be one hundred and fifty 
days in lieu of ninety days.” Comparable provisions also appear in sections 871(a) (1) 
(estate tax) and 1012(a)(1) (gift tax) of the Code. This paper is not concerned with 
the question of when the applicable period is 90 and when 150 days. Cf. Mindell v. Comm’ *; 
200 F.2d 38 (2d Cir. 1952) ; Rebecca S. Hamilton, 13 T.C. 747 (1949). 

Such a provision was first enacted in section 274(a) of the Revenue Act of 1924, 43 Stat. 
297, when the Board of Tax Appeals was created. There have been changes in the inter- 
vening years concerning the length and manner of computation of the period in which the 
filing is to be made. The requirement of “filing,” however, has remained unchanged. 
It may be noted that the 1924 Act referred to filing of the “appeal,” while starting with 
section 274(a) of the Revenue Act of 1926, 44 Stat. 55, the statute has spoken of filing 
of the “petition.” Reference to the Tax Court herein will include its predecessor in name, 
the Board of Tax Appeals. 

2 Cf. Chambers v. Lucas, 41 F.2d 299, 300 (D. C. Cir. 1930): “The proceedings for 
review of the Commissioner’s determination by the Board are purely statutory, and must 
be observed to the letter. The court or the Board is not permitted to modify the statute or 
rule even for equitable reasons. The provision of the statute here under consideration is 
in the nature of a limitation upon the right of the taxpayer to avail himself of the right 
of appeal, and there must be a strict compliance with its provisions, if the taxpayer 
desires to take advantage of the rights conferred.” See also Accessories Manufacturing 
Co., 12 B.T.A. 467 (1928) ; Alfred C. Ruby, 2 B.T.A. 377 (1925) ; Sam ee 1 B.T.A. 
22 (1924). 
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critical importance. It has been said that “. . . it is well established that 
in general a paper is not ‘filed,’ within contemplation of law, until it is 
delivered to the proper officer to be filed by him.” * And the rules of prac- 
tice of the Court provide that “Any document to be filed with the Court, 
must be filed in the office of the Clerk of the Court in Washington, D. C., 
during business hours. . . .” * If the petition is not physically lodged with 
the Clerk in Washington before expiration of the required period, how 
much less, if anything, will suffice ? 

Deposit of the petition in a post office at the point of mailing is not 
enough for “filing,” even though this be done in time that should be suffi- 
cient for the petition to reach the Court within the prescribed period in the 
usual course of mail, if in fact it arrives late. In Poyner v. Commissioner * 
petitions were sent from Fort Worth, Texas, by registered air mail and 
arrived late only because adverse weather conditions caused a delay in air 
mail service. Dismissal of the petitions was sustained. Nor is timely 
arrival of the petition in Washington enough by itself to satisfy the statute. 
In Di Prospero v. Commissioner ° the petition was forwarded air mail 
special delivery from San Francisco, California, and arrived in Washing- 
ton on the last day of the statutory period at about 2:45 p.m. The petition 
was then delivered to the Court by post office messenger but, arriving at 
the Court after its normal closing hour, was returned to the post office and 
was delivered to the Court the following day. Again dismissal of the 
petition was sustained. The result was the same where the post office 
messenger, upon arriving after the Court’s closing hour on the last day 
of the statutory period, put the petition through the slot of the door of the 
room to which mail addressed to the Court was usually brought, where 
it was found the following morning.’ And it would seem to make no 
difference if the petition, instead of being deposited in the Court’s mail 
room, were left with an official of the Court, if this were done after the 
Court’s closing hour.* However, where the petition was left in the Court’s 
mail room by a special messenger before the Court’s closing hour on the 
last day of the statutory period, it was held to have been filed at that time 
even though no one was then present in the room and it was not processed 
by the Court’s employees until a later date.° 


8 See Lewis-Hall Iron Works v. Blair, 23 F.(2d) 972, 974 (D. C. Cir. 1928) ; see also 
Poyner v. Comm’r, 81 F.2d 521, 522 (5th Cir. 1936). 

4 See Rule 5, Rules Of Practice Before the Tax Court Of The United States. Rule 1 
provides that business hours “are from 8:45 o’clock a.m. to 5:15 o’clock p.m.” 

581 F.2d 521 (Sth Cir. 1936). 

6176 F.2d 76 (9th Cir. 1949). 

7 Lewis-Hall Iron Works v. Blair, 23 F.2d 972 (D.C. Cir. 1928), cert. denied, 277 U.S. 
592 (1928). 

8 Cf. Edward Barron Estate Co. v. Comm’r, 93 F.2d 751 (9th Cir. 1937). 

® Palcar Real Estate Co. v. Comm’r, 131 F.2d 210 (8th Cir. 1942). 
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In McCord v. Commissioner * the taxpayer, after ascertaining that a 
petition earlier sent by air mail had been delayed, wired a telegraphic peti- 
tion from Los Angeles, California, on the last day of the statutory period. 
It was received by Western Union in Washington by 4:24 p.m. of that 
day. But Western Union had been instructed by the Court to deliver all 
messages for it over the government telegraph wire, and because that wire 
was then being used for other government messages which had priority, 
the telegraphic petition was not further transmitted by Western Union’s 
Washington office until after the Court’s closing hour. It was held that 
the petition was filed on time, the controlling fact apparently being the 
Tax Court’s designation of the government wire as the means of trans- 
mission. The appellate tribunal said, first, that the taxpayer was not 
answerable for the delay of the telegraphic petition, since its transmission 
was according to the method insisted on by the Tax Court, and it was 
that method that caused the delay; and, secondly, in these circumstances 
the government operator who received messages over the government wire 
must be regarded as the Court’s agent for filing purposes, and since the 
operator received the telegraphic petition within his own business hours, 
although after the Court’s closing hour, the petition would be regarded 
as having been timely filed. 

The Court maintains a “lock box” at a post office station in its vicinity. 
Mail is placed in that box by the postal authorities and is picked up by a 
Court messenger, who delivers it to the mail room at the Court’s premises. 
From there it is forwarded to the Clerk’s office for processing in accord- 
ance with filing routine. Deposit of a petition in the lock box after the 
Court’s business hours has been held not sufficient even though, as in the 
Di Prospero case, the document arrived by mail in Washington in good 
time.” 

One very recent appellate decision on the question indicates, however, 
that the requirement of filing may be satisfied if the petition is put in the 
lock box or its vicinity, as on the ledge adjacent to the box,’? before the 


10123 F.2d 164 (D.C.Cir. 1941) (Vinson, J.). Cf. F. O. Statler, 27 B.T.A. 342 (1932) ; 
Edward Barron Estate Co. vy. Comm’r, supra note 8; Stebbins’ Estate v. Helvering, infra 
note 11. Telegraphic petitions are now prohibited by Rule 7(c) (3) of the Court’s rules 
of practice, which provides that “No telegram, cablegram, radiogram, telephone call or 
similar communication will be recognized as a petition.” 

11 Stebbins’ Estate v. Helvering, 121 F.2d 892 (D.C.Cir. 1941). The evidence showed 
that in the ordinary course mail for the Court was deposited in its box within one and a 
half hours after its arrival in Washington. Jd. at 893. 

12 As to this ledge, the Court said in the Williams case, note 20 infra (Transcript of 
Hearing, held on Dec. 10, 1952, p. 15): “Now, once in a while, so the testimony goes in 
Central Paper Company [note 13 infra], the box gets filled up, and then they [post office 
employees] put it [the mail] on a ledge. But we don’t rent a ledge, we rent a box over 
there.” 
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statutory deadline expires. In Central Paper Company, Inc.** the petition 
was mailed at Chicago on the afternoon of December 1. In the normal 
course of the mail it would have arrived at Washington on the afternoon 
of December 2, and there was evidence to show that there had been no 
irregularity in the handling of the mail at Chicago on December 1 or any 
interruption thereafter in the transportation service between Chicago and 
Washington. Nonetheless, the docket at the Tax Court carried an entry 
that the petition had been received and filed on December 7, and that was 
also the date stamped on the petition as the date of filing. There was no 
direct evidence as to when the petition had actually been received either at 
the post office in Washington or by the Court at its offices. December 7 
being two days beyond the prescribed statutory period, the Tax Court dis- 
missed the petition. The Sixth Circuit Court reversed. 

The Court of Appeals stressed that “When mail matter is properly ad- 
dressed and deposited in the United States mails, with postage duly prepaid 
thereon, there is a rebuttable presumption of fact that it was received by 
the addressee in the ordinary course of mail.” Finding this presumption 
not to have been rebutted, the Court determined that the petition “ 
was delivered in due course of mail to the ledge beside the lock box of the 
Tax Court on December 2, 1950,” and concluded that “. . . such a delivery 
by the Post Office constituted delivery to the Tax Court, although not a 
physical delivery to the Clerk’s Office of the Tax Court.” It suggested that 
adoption by the Tax Court of the lock-box method of postal service might 
be deemed a waiver of its rule of practice requiring filing in the Clerk’s 
office ; even if there were no such waiver, however, the Court of Appeals 
said that the taxpayer cannot be penalized for unreasonable delay by Tax 
Court employees in transferring mail from the lock box to the Clerk’s 
office. 

The Central Paper case was decided shortly after Arkansas Motor 
Coaches v. Commissioner.* Here the petition was sent by air mail from 
Dallas, Texas, on January 30 and in the ordinary course of mail should 
have arrived in Washington on January 31. The Tax Court docket stated 
that it had been received and filed on February 6, which was one day 
after the statutory period. The Tax Court dismissed the petition; the 
Eighth Circuit Court reversed. The Court of Appeals emphasized the 
presumption of regular receipt following proper mailing, prominent in 
the Central Paper case, but went much farther. It said that if the petition 
had not been received by the Tax Court on or about January 31, the delay 
was due to the negligence or fault of government employees, and that for 
their delay the taxpayer was not answerable. 


18 199 F.2d 902 (6th Cir. 1952). 
14 198 F.2d 189 (8th Cir. 1952). 
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The Court’s opinion is not clear as to the basis for its inference of 
misconduct on the part of government employees; apparently it assumed 
their fault or negligence in the absence of proof to the contrary. In 
substance, the Court removed from the taxpayer risks attending use of 
the postal service and came very close to making mailing of the petition, 
if done early enough so that it could be expected to arrive in time in the 
normal course of mail, equivalent to filing with the Tax Court. To that 
extent this case appears to conflict with the Poyner and similar decisions. 

A concurrence by one Circuit Judge in Arkansas Motor Coaches was 
based on reasoning like that in the Central Paper case. Finding insuffi- 
cient evidence to show when the petition actually had been received in 
Washington, he inferred timely delivery in Washington but assumed a 
“breakdown” in the “machinery of the Tax Court,” for which the taxpayer 
could not be made to suffer. However, he expressly disagreed with the 
view that “. . . the Post Office Department can be regarded as part of the 
constituted machinery for making resort to the Tax Court.” *° It is one 
thing to rule that the Tax Court and not the taxpayer assumes the risk 
of delay in filing once the petition comes within the Court’s constructive 
or actual custody; it is something else to say that the Tax Court also 
assumes the risks of postal service between the point of dispatch and 
Washington. 

The presumption of due receipt resulting from regular mailing is thus 
significant for both Central Paper and Arkansas Motor Coaches. While 
these cases regard the presumption as rebuttable, apparently rebuttal can 
be made only through specific evidence as to when the petition actually 
arrived in Washington. Thus, Arkansas Motor Coaches declares there 
can be rebuttal only by “. . . specific facts and not by invoking another 
presumption,” such as one that Tax Court personnel properly performed 
their duties and were not responsible for delay in filing the petition, or 
that the docket entries in Tax Court records show the date of actual 
receipt.** And Central Paper says that “The presumption is not rebutted 
by the fact that the letter might possibly have been lost or misplaced by 
postal employees before delivery to the mail box of the Tax Court, in the 
absence of any evidence as to when it was placed on the ledge beside the 
mail box, or when it came into the possession of the messenger from the 
Tax Court.” ** 

Recently the Tax Court held the presumption to be rebutted on the 
basis of several markings by the postal authorities put on the envelope 
in which the petition was mailed, consisting of “Delivery Section, Wash- 

18 Id. at 193. 


16 Jd. at 191. 
17199 F.2d at 904. 
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ington, D. C., 4 p.m., September 15th”; “Closed, #17”; “Try Over.” ** 
The Court found that the petition had still been in the hands of the special 
delivery section of the post office in Washington as late as 4 p.m. of Sep- 
tember 15, which was the last day for filing it; that a messenger from 
that section, identified as “#17,” attempted to make delivery but found 
the Court closed and noted a “try over” for the following day, when the 
petition first came into the Court’s custody. 

Testimony or other evidence may be available either to strengthen or to 
rebut the presumption ; and in this connection Maxfield v. Commissioner * 
suggests that it may be necessary to hold a hearing on the matter outside 
Washington, even though the Tax Court’s regular motion calendar—at 
which attack for lack of jurisdiction is commonly made—is heard only in 
Washington. 

The Central Paper and Arkansas Motor Coaches cases involved appeals 
from the Commissioner’s denial of relief under section 722 of the World 
War II excess profits tax statute. In other cases, on dismissal of the 
petition, the taxpayer can still obtain judicial review through the alterna- 
tive of paying the tax and suing for a refund.’ There was no such choice, 
however, as to these section 722 cases because the statute permitted review 
of the Commissioner’s action in the Tax Court only, and dismissal of 
the petition meant denial of review. While it has often been said that 
equities cannot determine compliance with the Code requirements for 
appeal to the Tax Court, both Arkansas Motor Coaches and Central 
Paper give unmistakable evidence of an effort to avoid deprivation of a 
day in court. Nevertheless, they are precedents which can affect the appli- 
cation of the Code provision on a broader scale, and which may be availa- 
ble to relax the stringency that has ciiaracterized application of the statute. 

In a recent case *° the petition was mailed early enough to have reached 


18 See Charles E. Williams, note 20 infra, where the facts of the case are stated. The 
Court said in the course of its hearing: “Well the facts in this case are considerably 
different from the facts in the Central Paper Company. I don’t think it’s material when 
Mr. Hoban [taxpayer’s attorney] mailed this, because we have evidence of the Post Office 
Department as to when it was received here in Washington. So there isn’t any presump- 
tion as to when mail would arrive in Washington if it were mailed at a certain time 
in—what is it? St. Louis or East St. Louis?” Transcript of Hearing held Dec. 10, 
1952, p. 8. 

19 153 F.2d 325 (9th Cir. 1946). 

20 See the Court’s recent unreported decision dismissing, on motion of the Commissioner, 
the petition in Charles E. Williams, Docket No. 44197, in an order of Judge Kern, dated 
January 29, 1953. The Commissioner mailed the deficiency notice, asserting a 50 per cent 
fraud penalty, on June 17, 1952. On September 13, 1952, taxpayer’s counsel duly posted 
at St. Louis, Missouri, a petition to be forwarded air mail special delivery. In the normal 
course of handling, the petition would have arrived in Washington on September 14, 
a Sunday, and would have been received by the Tax Court the following day. For some 
unascertained reason, it did not arrive in Washington until between 3:30 and 4:00 p.m. 
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Washington and the Court on time. For some unknown reason it was 
delayed en route to Washington. Its actual time of arrival in Washing- 
ton was ascertained, and that time was such that subsequent normal han- 
dling by the postal authorities put the petition in the Court’s custody late. 
Under these circumstances, the Tax Court refused to relax the stringent 
application of the rule. If a petition, shown to have arrived at Washing- 
ton in time for sufficient delivery to the Court, were delivered late to the 
Court because of the fault of postal employees, the outcome might de- 
pend on what happens to the theory suggested by Arkansas Motor Coaches 
that the postal service is an instrumentality of the Court. 


CoNCLUSION 


As it now reads, the Code is inequitable because (1) it imposes risks 
on the taxpayer over which he has no control and which he cannot avoid 
as a practical matter; and (2) it discriminates between taxpayers, in 
that greater risk is put on litigants located long distances from Wash- 
ington than on those who are substantially nearer. It should be sufficient 
for the time of “filing” to be fixed with reference to some objective, 
definitely ascertainable event, occurrence of which need not survive the 
hazards of the channel of transmission. It might therefore be required 
that, within the periods prescribed by the Code, the taxpayer deposit his 
petition with the postal authorities in proper condition for forwarding by 
registered mail, the time of registry designating the time of filing. The 
American Bar Association has recommended amendment of the Code 
along these lines.** Its recommendation should be adopted. 


on September 15; a special delivery messenger then attempted to deliver it to the Court, 
but arrived after the Clerk’s office had closed at 5:15 p.m.; and it was received by the 
Court on the following day, September 16, which was one day after the statutory period 
had run. The Court held the petition was not filed until September 16. Also see note 18 
supra. 

21 At the Association’s annual meeting held in September, 1951, a resolution was 
adopted urging amendment as follows: 

“(a) Section 272(a) (1), Section 871(a) (1), and Section 1012(a) (1) are each amended 
by inserting at the end thereof the following sentence: 

‘For the purposes of this paragraph, a petition is filed with the Board when received 

in its office in the District of Columbia during its office hours, except that if it is sent to 

the Board by registered mail it shall be deemed filed when mailed.’ 

“(b) Section 108 of the Renegotiation Act of 1951 is amended by inserting at the end 
of the first sentence thereof the following sentence: 

‘For the purposes of this section, a petition is filed with the Tax Court when received at 

its office in the District of Columbia during its office hours, except that if it is sent 

to the Tax Court by registered mail it shall be deemed filed when mailed.’ ” 
These amendments were included among those presented in the Association’s behalf 
to the Congressional Joint Committee on Internal Revenue Taxation on January 22, 1953. 
A memorandum filed with the Committee at the same time observed in part (p. 35) that 
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Pending a change in the statute, taxpayers’ representatives would do 
well to avoid sending petitions to the Court by special delivery or regis- 
tered mail or by air mail when available time permits. These seeming 
precautions add possible sources of delay not encountered in the course of 
ordinary mail.** Safe dispatch long before the last eligible moment re- 
mains the best security for timely arrival. 


“Since deficiency notices are sent to taxpayers by the Commissioner by registered mail, 
it is proposed that petitions be deemed to be filed with The Tax Court on the date on 
which mailed by registered mail.” 

22 Thus, the Williams case, note 20 supra, illustrates delay caused by registered mail 
which could have been averted by ordinary mail. The Court commented there that 
“You have got it stamped ‘Special Delivery,’ and that frequently results in delays, be- 
cause it’s routed through the special delivery section of the downtown post office. We have 
our box in the Ben Franklin Post Office, which is right across the street, the branch post 
office, the Benjamin Franklin Station, and I have a feeling—and it’s no more than that— 
that sometimes by putting ‘Special Delivery’ on an envelope causes a delay, because it 
has to be routed through the special delivery section.” (Transcript of Hearing held on 
December 10, 1952, p. 5). Later, after petitioner’s counsel made some inquiry, he stated 
as follows: “They tell us just as a matter of procedure these fellows [postal employees] 
get 10 cents a letter; while they work for the Post Office Department, they work on a 
base of so much for these special things delivered and that they make one call, and if 
nobody is there, it just goes into routine mail.” (id. at 21) Counsel at one point ruefully 
concluded: “Apparently they have got a system where ordinary and routine mail just 
goes through, and if we hadn’t put a darn special delivery stamp on this thing, undoubtedly 
it would have been over on that ledge [see note 12 supra] in time.” (id. at 15). 

On April 15, 1953, while this paper was being printed, the Sixth Circuit handed down 
its opinion in Detroit Automotive Products Corp. v. Comm’r, P—H 72469, which accords 
with its ruling in the Central Paper case, supra note 13. The pattern of analysis described 
in this paper was further illustrated on April 17, 1953 by the Third Circuit’s holding in 
Drouin v. Comm’r, P—H {]72468. : 
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Interest on Deficiencies and Inchoate 
Deficiencies 


GEORGE D. WEBSTER 


; =a question of interest on federal tax deficiencies and potential tax 
deficiencies is important in direct proportion to the level of federal tax 
rates and the resulting amount of taxes collected. The statutory provi- 
sions have in many instances proved inadequate. They have neither ex- 
pressed Congressional intent with clarity nor provided for many of the 
variant factual situations which have arisen. 

The Revenue Act of 1921* provided the first authority for the collec- 
tion of interest on delinquent taxes before the issuance of notice and de- 
mand by the Collector. Section 9(a) of the Revenue Act of 1916? and 
section 250 of the Revenue Act of 1918 * allowed the Commissioner to 
assess the tax summarily, and the 1918 Act provided * that if the Com- 
missioner assessed additional tax, penalties should be paid in the case of 
an understatement of tax on the return due to intentional neglect or 
fraud. Section 250(e) provided for interest to run from ten days after 
the date of issuance of notice and demand if the tax remained unpaid. 

The Revenue Act of 1921 contained similar provisions but afforded the 
taxpayer an opportunity for hearing and appeal within the Treasury 
Department before assessment and collection. For the first time a pro- 
vision was added to section 250(b) that if the amount paid was less than 
that which should have been paid, the difference “hereinafter called ‘de- 
ficiency,’ ”’ together with interest at the rate of one-half of one per cent 
per month from the time the tax was due, should be paid upon notice and 
demand by the Collector. 


Grorce D. WesstTeErR (B.A., Maryville College; LL.B., Harvard University) is a mem- 
ber of the Tennessee, Georgia, and District of Columbia Bars, associated with Davies, 
Richberg, Tydings, Beebe & Landa, Washington, D. C.; formerly, Special Assistant to 
the Attorney General, Tax Division, Department of Justice. 

The author desires to note that one of the members of the aforesaid firm is attorney of 
record for the petitioner in a pending case involving some of the issues discussed in this 
article. 

142 Stat. 227 (1921). 

* 39 Stat. 756, 763 (1916). 

340 Stat. 1057, 1082 (1919). 

4 Sec. 250(b). 
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Sections 273 to 277, inclusive, of the Revenue Act of 1924 ° provided 
for the first time for the determination by the Commissioner of a statu- 
tory “deficiency” and for an appeal to the Board of Tax Appeals from 
the determination. Section 274(f) of that Act is practically identical with 
section 292(a) of the Internal Revenue Code, which provides for inter- 
est upon the amount determined as a deficiency. 

The uniform rule since the Revenue Act of 1935 ° has been that in- 
terest on federal tax deficiencies (and underpayments) is payable at the 
rate of six per cent per annum both before and after assessment. In the ab- 
sence of an extension of time for payment, interest is payable on the tax 
shown on the return to the extent that it is not paid on the due date.’ This 
liability attaches without notice and demand where the principal amount 
is an unpaid tax determine 1 by the taxpayer.* This is to be contrasted 
with the rule relating to deficiencies determined by the Commissioner. On 
deficiencies so determined interest runs at the rate of six per cent per 
annum from the tax due date to the assessment date. If the deficiency 
is not paid within ten days after notice and demand,” then interest runs 
at six per cent from the demand date until paid.** Thus, there is an interest- 
free period in the case of a deficiency. 

One of the variations of this general rule arises in the case of a 
waiver.’? When a waiver is executed, interest runs to the thirtieth day 
after it is filed, or to the assessment date, whichever is earlier.** How- 


5 43 Stat. 253, 296 (1924). 

6 Sec. 404, 49 Stat. 1014, 1027 (1935). The purpose of the change to six per cent in 
all situations was to obtain uniformity, Sen. Rep. No. 1240, 74th Cong., Ist Sess. (1935). 
It should be noted that there is no section in the present Treasury regulations relating 
to interest on deficiencies. 

TILR.C. § 294(a) (1). The discussion here is restricted to interest on deficiencies in 
income and excess profits taxes. However, there are special provisions of the Code pro- 
viding for interest in other situations, e.g., stamp taxes (§1809); manufacturers’ excise 
taxes (§3448) ; admissions tax (§1717) ; estate tax (§893) ; gift tax (§1023). 

8 As stated supra, under the 1918 and 1921 Acts demand was necessary for interest to 
be collected. See American Propeller & Mfg. Co. v. United States, 300 U.S. 475 (1937). 

91.R.C. §292(a). Interest is figured on a 365-day basis from the interest table on 
Treasury Department Form 384. The basis of this is that the Bureau figures interest 
at one-half of one per cent per month and considers all months the same. However, in 
the last month for which interest is charged, the actual days are counted and the rate 
per day is .00016438356. 

10 Both assessment date and demand date appear on Bureau Form 17A headed “State- 
ment of Income Tax Due.” 

11].R.C. §294(b). However, in the case of an estate tax deficiency, the taxpayer has 
30 days after notice and demand from the Collector to make payment without interest. 
§893(b) (1). Gift tax deficiencies are treated in the same manner as income tax defi- 
ciencies. §1023(b) (1). 

12 Treasury Department Form 870. 


18In this connection, see the interest problem involved where an overassessment is 
credited against a deficiency involved: Max Factor & Co. v. United States, 51-1 U.S.T.C. 
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ever, a different result follows from Form 870 AS, which is not a waiver 
of restrictions on assessment and collection of deficiencies but, as con- 
strued by the Court of Appeals for the First Circuit,** merely a taxpayer’s 
offer to waive restrictions. Hence, it does not stop the running of interest 
until after the Commissioner has accepted the offer. 

Interest is due on a deficiency even where the delay in payment is not 
the fault of the taxpayer; it should not he confused with the penalty 
provisions of Code sections 291 and 293.° There are special rules ** 
relating to interest on deficiencies resulting in jeopardy assessments,”’ in 
the case of bankruptcy and receiverships,’* and in the case of transferees.*® 

Interest on federal tax deficiencies has been as high as 12 per cent (after 
the assessment date).”° In 1950 there was an attempt to reduce the inter- 
est rate on overassessments to three per cent but leave the interest rate on 
deficiencies at six per cent. This proposal passed the House but was re- 
jected by the Senate on the ground that it would be inequitable to have 
different interest rates for overassessments and deficiencies.”* 


99195 (S.D. Cal. 1951); Oswego Falls Corp. v. United States, argued in Court of 
Claims on Feb. 2, 1953; and Roberts and Harnett, The Treatment of Interest on Over- 
assessments, 30 Taxes 795 (1952). 

14 United States v. Goldstein, 189 F.2d 752 (1st Cir.. 1951). This case involved Form 
870 TS, which has the same wording as Form 870 AS, used since the 1952 reorganization. 

15 Priess v. United States, 42 F.Supp. 89 (E.D. Wash. 1941) and Owens v. Comm’r, 
125 F.2d 210 (10th Cir. 1942), cert. denied, 316 U.S. 704 (1942). Moreover, there is 
interest on a deficiency even where an amended return is filed voluntarily and the entire 
tax paid. Union Pac. R.R. Co. v. Bowers, 21 F.2d 855 (S.D.N.Y. 1927), aff'd, 24 F.2d 
788 (2d Cir. 1928), cert. denied, 278 U.S. 601 (1928) (dissenting opinion by Swan, J.). 

16 Another special rule is that relating to withholding agents. G.C.M. 17274, 1937-1 
Cum. Butt. 159. 

17 Interest on the deficiency assessed by jeopardy assessment is also six per cent per 
annum. It has been held that where a deficiency has been collected under a jeopardy 
assessment after proceedings before the Board of Tax Appeals and the amount collected 
included six per cent interest to the date of the first notice and demand, collection of 
interest on the deficiency (including the six per cent interest) from the date of the first 
notice and demand is proper. Signal Gasoline Corp. v. United States, 46 F.Supp. 276 
(S. D. Cal. 1942). 

18 Interest was formerly allowed on deficiencies of bankrupts under section 292 of the 
Code. However, under the holding of New York v. Saper, 336 U.S. 328 (1949), interest 
is allowed only until the date of bankruptcy. The reasoning of the Court was that under 
the Chandler Act taxes were to be treated like any other debt, and that the rule denying 
post-bankruptcy interest, which was applicable to all other claims, was also applicable to 
tax claims. 

19In the case of transferees receiving more than the amount of the deficiency, interest 
is computed as it would be for the transferor. If a lesser amount is received than the 
deficiency, interest is computed from the date of receipt on the amount that the transferee 
would have paid. 

20 Secs. 294 of the 1928, 1932, and 1934 Acts and 276 of the 1926 Act. 

21 Sen. Rep. No. 2380, 81st Cong., 2d Sess. 53 (1950) and Hearings before Senate 
Finance Committee on Revenue Revision of 1950, 81st Cong., 2d Sess. 842 (1950). It 
should be noted that in Canada the interest rates on deficiencies and overassessments are 
different—six per cent on deficiencies and two per cent on overassessments. 
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In some instances, the interest rate on deficiencies is zero. Taxpayers 
using Lifo inventory who replace involuntary liquidations neither pay nor 
receive interest on any resulting adjustments in tax.” Interest on the 
estate tax is not charged for the first three months of the period of exten- 
sion granted by the Commissioner.** There is also a blank period in the 
case of bad debts or worthless securities. Where the seven year statute 
applies, no interest is allowed for the period from the end of the regular 
period of limitations to six months after filing a claim.” Under section 
513 of the Soldiers’ and Sailors’ Civil Relief Act of 1940 *° interest 
on tax liability does not accrue during the period of service and for six 
months thereafter if the person’s ability to pay is materially impaired by 
reason of his service.” Finally, there is no provision for interest on 
unpaid installments of estimated tax until the regular due date of the 
return.”* 

There are several questions—mostly unanswered—which are extremely 
important to the administration of the federal taxing statutes. These 
questions relate to interest on deficiencies (assessed) which are extin- 
guished by carry-backs, interests on deficiencies (unassessed) which are 
eliminated by carry-backs, interest on deficiencies (unassessed) eliminated 
by refunds under section 722, and interest on deficiencies where the tax- 
payer has made overpayments in prior years sufficient to discharge the 
deficiencies. 


CARRY-BACKS EXTINGUISHING ASSESSED DEFICIENCIES 


The question of interest on an assessed deficiency, which is subsequently 
cancelled by operation of the carry-back provisions of section 122 of the 
Code, was settled in Manning v. Seeley Tube & Box Co.*° There the 


22T.R.C. §22(d) (6) (A). 

23 T.R.C. §890(a). 

247.R.C. §322(b) (5). 

25 T.R.C. §3771(d). 

26 See also I.R.C. §3804(a) which provided that veterans owe no interest for the 
period in which they are continuously outside the Americas and 90 days thereafter. 

27 See Hogg v. Allen, 105 F.Supp. 12 (M.D.Ga. 1952). Another special situation is 
provided for in section 292, as amended by section 611(b) of the Revenue Act of 1951. 
That amendment provided for the computation of interest on deficiencies arising from the 
retroactive award of mail pay. 

28 There are also special provisions of the Code which provide for interest on erroneous 
refunds and ad valorem penalties. These are in effect “deficiencies.” 

29 For instance, in the Petition for a Writ of Certiorari (p. 7) in Manning v. Seeley 
Tube & Box Co., 338 U.S. 561 (1950) it was stated: “So long as the carry-back provi- 
sions of the Code are effective the issue presented in the Seeley case will be involved 
in a substantial number of cases, probably not less than 15,000 yearly.” It was further 
pointed out that through 1949 the amount of interest involved in these cases was estimated 
to be $39,720,925.00. 

80 338 U.S. 561 (1950). 

















19 


ta 
an 
fic 
the 
ass 
27 
ta> 
the 
the 


sec 


ta> 


ha 
pri 
bac 
for 


it I 


pa) 














1953] | INTEREST ON DEFICIENCIES AND INCHOATE DEFICIENCIES 485 


taxpayer-corporation filed a federal tax return for 1941 and paid the 
amount of tax shown thereon. In 1943 the Commissioner assessed a de- 
ficiency in the 1941 tax with interest from the date the tax was due to 
the assessment date. Because the taxpayer had gone into bankruptcy, the 
assessment was perfected in the accelerated fashion provided in section 
274(a). The net operating loss for 1943 was sufficient to abate the 1941 
tax liability completely. In a suit for refund the Supreme Court held that 
the payment of the interest remained an obligation of the taxpayer, even 
though the assessed deficiency had itself been abated. In effect, the sub- 
sequent carry-back was considered to be merely a method of payment of 
a prior due tax.** The opinion stated ** that “. . . by its failure to pay the 
taxes owed, [the taxpayer] had the use of funds which rightfully should 
have been in the possession of the United States.” But the Court declined 
to discuss the question which would arise if the loss should be claimed 
prior to the attempted assessment of the deficiency. 

The Seeley Tube decision seems correct,** since the subsequent carry- 
back was merely a means for payment of a previously assessed tax. If, 
for instance, the taxpayer had not been entitled to the loss carry-back and 
it had been necessary to pay the tax after the assessment, of course inter- 
est would have been due to the United States. By the same token, a tax- 
payer who pays the correct amount of his tax, which is later refunded by 
reason of a carry-back of an operating loss from a succeeding taxable 
year, does not receive interest on the overpayment except from the date 
of the filing of a claim for refund or the filing of a petition with the Board, 
or certain other specified dates, whichever is the earlier.** 

The legislative history of section 122 was consistent with the result 
reached in the Seeley Tube case. The Senate Finance Committee had 
stated : *° 


A taxpayer entitled to a carry-back of a new operating loss or an unusual 
excess profits credit—will not be able to determine the deduction on account 
of such carry-back until the close of the future taxable year in which he sus- 
tains the net operating loss or has the unusual excess profits credit. He must 
therefore file his return and pay his tax without regard of such deduction, and 
must file a claim for refund at the close of the succeeding taxable year when 
he is able to determine the amount of such carry-back. 


A very similar problem was raised in Nick v. Dunlap,*® and Petterson 


81 Two earlier rulings of the Bureau of Internal Revenue were opposed to this construc- 
tion of the Code. 

82 338 U.S. 561, 566 (1950). 

83 To the same effect, see Note, 3 Oxia. L. Rev. 116 (1950). 

84. R.C. §3771(e). 

85 Sen. Rep. No. 1631, 77th Cong., 2d Sess. (1942). 

86 50-2 U.S.T.C. 9436, aff’d per curiam, 185 F.2d 674 (5th Cir. 1950), cert. denied, 341 
U.S. 926 (1950). 
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v. Commissioner.*" In both of these cases it was held that the original 
assessed deficiency in income tax liability was the proper base for comput- 
ing the 50 per cent fraud penalty, despite a later reduction in the tax 
deficiency due to a loss carry-back from a subsequent year. In C.V.L. 
Corporation v. Commissioner ** a delinquency penalty was held to be 
properly determined for a year for which it was later ascertained that no 
tax was due because a net operating loss for a subsequent year was allow- 
able as a carry-back to the taxable year. 

The Seeley Tube principle was applied to still another situation * in 
Standard Roofing & Material Co. v. United States.*° There the taxpayer 
was entitled to a renegotiation tax credit based on the elimination of ex- 
cessive profits from his 1942 return. The Commissioner decided that the 
taxpayer had received additional income in 1942 and assessed a deficiency 
and interest thereon. He computed the deficiency and interest before elim- 
inating the excessive profits from the taxpayer’s 1942 income. Taxpayer 
claimed that the deficiency and interest should have been computed after 
eliminating the excessive profits. Following Seeley Tube, it was held that 
the interest due was not wiped out.* 

The Supreme Court may have conceded in the Seeley Tube case that 
no interest would be payable if the deficiency had been contested in the 
Tax Court, and if the Tax Court had decided that there was no deficiency 
by reason of the carry-back. Nevertheless, it is the policy of the Bureau 
of Internal Revenue to demand interest or penalty for the prior year ina 
deficiency notice or assessment even when the carry-back is conceded as a 
simultaneous offset against the deficiency. The Tax Court has approved 
this procedure when the carry-back was adjudicated in the same proceed- 
ing as the deficiency and penalty for the prior year.* 

However, in Ernest J. Keefe ** the Tax Court held that the net operat- 
ing loss carry-back deduction from 1946 to 1944 (the year involved) 
must be taken into consideration in computing the correct tax liability. 


8719 T.C. No. 64 (1952). See also Tuson v. United States, (D.C.Cal. 1952). 

8817 T.C. 812 (1951). 

89 Another situation in which Seeley is involved was collaterally presented in Stephan v. 
Comm’r 197 F.2d 712 (5th Cir. 1952), in which the taxpayer conceded that under the 
Seeley principle the penalty (estimated tax) accrued up to the time of filing the final 
return remained payable whether the final return showed any tax payable or not. 

40199 F.2d 607 (10th Cir. 1952). 

41 Section 3806 of the Code provides, in the case of renegotiation of a war contract, that 
when a taxpayer is required to repay excessive profits, there shall be credited against the 
amount of excessive profits so eliminated the amount by which taxes are decreased by these 
provisions. And as the Government pointed out in its Brief (p. 14), “Section 3806 refers 
only to taxes and does not include interest on the credit.” 

42 See 38 supra. 
4315 T.C. 947 (1950) Acq., 1951-1 Cum. Butt, 2. 
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Therefore, the assessed deficiency in such a situation would be the de- 
ficiency originally proposed less the amount of the carry-back. It would 
follow, then, that—contrary to Bureau policy—interest should be paid 
only on the reduced amount. 


CARRY-BACKS EXTINGUISHING UNASSESSED DEFICIENCIES 


Aside from section 722 situations, which we shall consider later, the 
question left open in the Seeley Tube case has been raised in three recent 
cases. In Rodgers v. United States ** an audit of the taxpayer’s returns 
for 1944, 1945, and 1946 resulted in a 1944 deficiency. However, a net 
operating loss in 1946, when allowed as a carry-back, operated to offset 
the 1944 net income increase disclosed by the audit and resulted in a net 
overassessment. The taxpayer received no formal notice of determination 
and assessment of the 1944 deficiency. This failure, according to the tax- 
payer, precluded the assessment of interest on the 1944 deficiency and en- 
titled him to a refund in the amount of the interest paid. The Court of 
Claims held that the assessment of interest on the balance of tax for 1944 
was a valid assessment under section 292(a). Although no deficiency had 
been assessed, the taxpayer was held in effect to have deprived the Govern- 
ment of the use of money legally owing to it. 

A similar set of facts was presented in Cumberland Portland Cement 
Co. v. United States.*° There, on audit of taxpayer’s 1942 excess profits 
tax return several adjustments were made. Certain claimed deductions 
were disallowed. Simultaneous audit of the returns through 1944 resulted 
in the allowance of an additional excess profits tax credit (on a carry- 
back from 1944). The net adjustment created an overassessment of excess 
profits tax for 1942. No tax deficiency was ever asserted or assessed. 
Nevertheless, the Commissioner assessed the taxpayer with interest. The 
District Judge held the assessment of interest proper. The same result 
was reached in DeSoto Hardwood Flooring Co. v. United States,*° where 
a 1943 excess profits tax deficiency was satisfied and extinguished by a 
1945 excess profits credit carry-back. No deficiency was ever determined, 
and the taxpayer had been issued a certificate of overassessment. 

The Government contends in this line of cases that sections 292(c) and 
3771(e) intended to place all taxpayers on an equal basis whether their 
returns are examined before or after the carry-back deduction arises. 
Support for this view is found in the following: ** 


A taxpayer entitled to a carry-back of a net operating loss or an unused 
excess profits credit (see section 204 of the bill) will not be able to determine 


44 52-2 U.S.T.C. 99566 (Ct. Cl. 1952). 

45101 F.Supp. 577 (M. D. Tenn. 1952), aff'd per curiam, 6th Cir. 1953. 
46 51-1 U.S.T.C. 66016 (W. D. Tenn. 1950). 

47 Sen. Rep. No. 1631, 77th Cong., 2d Sess. 123-4 (1942). 
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the deduction on account of such carry-back until the close of the future tax- 
able year in which he sustains the net operating loss or has the unused excess 
profits credit. He must therefore file his return and pay his tax without regard 
to such deduction, and must file a claim for refund at the close of the succeed- 
ing taxable year when he is able to determine the amount of such carry-back. 


Further, the Government urges the relevance of sections 3779 and 3780, 
as added by the Tax Adjustment Act of 1945. Those sections make it 
possible for corporations expecting carry-backs to get an extension of 
time for payment of taxes, which possibly will be discharged by the carry- 
backs. However, during this period of extension, interest at the rate of 
three per cent is charged from the dates on which payments would have 
been made. This is interpreted as contemplating that taxes be promptly 
paid when due without regard to possible future events, and that in the 
event they are not so paid, the Government is to be compensated for denial 
of the interim use of the money.** 

However, the general intendment of sections 3779 and 3780 does not 
furnish the answer to our situation. In effect, those sections authorize a 
carry-back of a net operating loss or an unused excess profits credit prior 
to determination of the loss. In such a situation it is not known whether 
a definitive carry-back will be justified. But the considerations are dif- 
ferent when the entire transaction is viewed at one time, i.e., when the 
loss or unused excess profits credit is established before the additional tax 
liability for the earlier year is determined. Where no assessment has been 
made, it seems that a carry-back deduction is properly an integral part of 
the determination of tax liability. 

Of prime importance in this connection are sections 292(a) and 271 (a) 
of the Code. The former section states that interest shall be charged upon 
the amount determined as a deficiency. The latter defines a deficiency. 
Thus, there is no provision in the Code that authorizes the assessment of 
interest or the collection of interest from a taxpayer on what might have 
been a tax liability or deficiency ; the Code does not provide for a poten- 
tial or inchoate deficiency.*® This conclusion is supported by the state- 
ment in the oral opinion by Judge Atwell in Premium Oil Refining Co. of 
Texas v. United States.°° Outlining the requisites that must be met before 
interest may be charged, he said, “. . . interest on deficiency may be 
charged after deficiency is definitely found and determined, and an assess- 
ment is made thereon.” 


48 59 Stat. 517, 519 (1945), as explained in H. R. Rep. No. 849, 79th Cong. Ist Sess. 18- 
20 (1945). The argument was not advanced in the recent Rodgers case in the Court of 
Claims. However, it was advanced by the Government in the Seeley Tube case (Petition 
for a Writ of Certiorari, p. 7), and on the theory of the Government—that assessment is 
unnecessary—seems equally valid in both, if valid at all. 

49 See Henry River Mills Co. v. United States, 96 F.Supp. 477 (Ct. Cl. 1951). 

50107 F.Supp. 837 (N.D.Tex. 1952). 
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In point of fact, the Commissioner may not even assess a deficiency 
without first issuing a statutory notice of deficiency which permits the 
taxpayer to obtain a redetermination by the Tax Court, except in cases of 
(1) the taxpayer’s written consent; °* (2) mathematical error on the face 
of the return; °* (3) jeopardy assessment; ** or (4) bankruptcy or receiv- 
ership.** 

On the other hand, there is the Government’s contention that on equita- 
ble principles the interest should properly be paid. In other words, the 
taxpayer has defaulted in the obligation to pay his taxes when due, hence 
the exaction of compensation for the delayed payment is only just. The 
complete answer seems to be that federal taxation is a creature of statute, 
and if there is no statute charging interest under the pertinent circum- 
stances, then none is due. As we shall see, in the section 722 cases there 
is the additional consideration that the delay is equitably attributable to 
the Commissioner.” 


Excess Prorits TAx PROBLEMS 


The nature of section 722 relief presents our problem in a different and 
distinct perspective. It should not be confused with a carry-back of any 
kind. Section 722 is merely another method of determining the correct 
taxable income of the specific year,°* even though a claim under the section 
is designated as a “refund claim.” 

Sections 3771(g) and 292(b) provide that no interest is to be allowed 
as an overassessment or assessed on a deficiency arising out of section 722 
relief granted for the years 1940 and 1941. For later years interest runs 
from September 15, 1945 or from one year from the filing of the section 
722 relief application, whichever is later. 


51].R.C. §272(d). 

52. R.C. §272(f). 

53 .R.C. §273. 

547.R.C. §274. There are several other considerations involved in this area: whether 
a specific statutory authorization is necessary to the proper assessment of interest when 
interest is provided for in other situations [cf. Billings v. United States, 232 U.S. 261 
(1914) ; Rodgers v. United States, 332 U.S. 371 (1947); Standard Oil Co. v. United 
States, 10 F.Supp. 550 (Ct. Cl. 1935)] and whether section 292(a) of the Code precludes 
the assessment and collection of interest even though the deficiency itself is not assessed 
[cf. Crompton & Knowles Loom Works v. White, 65 F.2d 132 (Ct. Cl. 1933) ; Rodney 
Milling Co. v. United States, 111 Ct. Cl. 625, 642 (1948) ]. 

55 Fight years after the end of World War II there are still a considerable number of 
cases involving section 722 pending in the Bureau of Internal Revenue and the Tax 
Court. 

56 Cf. H. E. Harman Coal Corp. v. Comm’r, 16 T.C. 787 (1951). There the Court 
relied on the Seeley principle and held that section 722 refunds for 1940 and 1941 were not 
includible in accumulated earnings and profits for the purpose of computing the excess 
profits credit for 1944 and 1945 under the invested capital method. 
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It is the Commissioner’s position that deficiencies or inchoate deficien- 
cies (not attributable to section 722), which are eliminated by section 722 
refunds, bear interest from the due date of the return.” 

If a deficiency is assessed before section 722 relief has been granted 
and if it is paid together with interest, the Seeley Tube principle might 
be invoked to sustain the proposition that interest is not to be refunded. 
This result would tend, of course, to encourage dilatory investigation of 
claims. 

However that may be, in the usual section 722 situation the deficiency 
is not assessed in advance of action on the claim. When a determination 
is made, the legal situation is entirely unlike that in the carry-back cases, 
because (1) all factors relate to the same year, and (2) the data entitling 
the taxpayer to relief were known or ascertainable at the time of filing 
the return. Therefore no interest should be charged on such a potential 
deficiency. 

This result was reached by the Court of Claims in Henry River Mills 
v. United States.** The taxpayer had paid the excess profits tax liability 
shown on its 1942 return. A section 722 claim was filed, and while this 
claim was pending, the Commissioner took the position that the taxpayer 
owed additional excess profits taxes on the ground that it had deducted 
excessive salaries of officers. Following negotiations, an agreement was 
reached increasing taxable net income but resulting in a determination 
that an overassessment in excess profits taxes existed in 1942 because of 
relief granted under section 722. It was held that the Government was 
not justified in charging interest because no deficiency in 1942 excess 
profits tax was ever determined or assessed. This conclusion was likewise 
reached in Premium Oil Refining Co. v. United States.*® 

Another facet of the problem was presented in Babcock & Wilcox Co. 
v. Pedrick.*° The case involved the taxable years 1942 and 1943, and the 


57 This, of course, is within the specific limitations set forth in section 292(b), i.e., ifa 
deficiency is attributable to section 722, no interest is charged on the deficiency for any 
period during which interest is not provided on the section 722 overassessment of excess 
profits taxes under section 3771(g). 

5896 F.Supp. 477 (Ct. Cl. 1951). The Government argued in the Rodgers case (Brief, 
p. 52) that the conclusion of the Court of Claims in Henry River Mills was “erroneous.” 
In this connection, it should be noted that after the decision in Henry River Mills, an 
administrative refund was recommended in several cases involving that situation. Pre- 
sumably because of the number of claims pending and the amounts involved therein, 
it was decided to contest the issue further. 

59107 F.Supp. 837 (N.D.Tex. 1952), on appeal, 5th Cir. See also Brief for Plaintiff 
in Koppers Co, v. United States (Ct. Cl. No. 78-52 to be argued May, 1953). The only 
difference between Henry River Mills and Koppers is that the final determination in the 
former showed an overassessment; in Koppers, it showed a deficiency. See also Kuder 
Citrus Pulp Co. v. United States (S.D.Fla. 1953), not yet reported. 

6098 F.Supp. 548 (S.D.N.Y. 1951), on appeal, 2d Cir. 
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Commissioner made certain adjustments resulting in an additional assess- 
ment of income taxes and a credit for an overpayment of excess profits 
taxes. Interest was charged on the first item and a credit allowed on the 
second. However, as a result of the statutory provisions, the interest 
charged was greater than the interest credited. In an action to recover 
this excess, the Court held with the taxpayer, stating : * 

The Court is of the opinion that in respect to interest the plaintiff’s position 
is well founded. Obviously, although the Commissioner’s audit of the returns 
resulted in what is technically called “an assessment of a deficiency” in respect 
to income taxes, and as allowance of overpayments in respect to excess profits 
taxes, in essence the Commissioner’s action involved solely a redistribution of 
the tax liability as between income tax and excess profits tax, since the aggre- 
gate amount of the taxes was not changed. 


This type of situation arises because interest on a deficiency is assessed 
from the due date of the return (March 15). The interest on overpay- 
ments is paid from the date of the last installment (December 15).°* The 
result reached by the District Court seems correct. The deficiency and 
overassessment were corollary; they “were terms of the same jural trans- 
action.” ** To exact interest on a debt which did not exist certainly was 
not the intent of Congress. 

Nevertheless, in W. G. Duncan Coal Company v. Glenn ® a contrary 
result was reached. For the taxable years 1943 and 1944 deficiencies in 
excess profits taxes were assessed. In the same years there were overpay- 
ments of income taxes. In holding that interest should be paid on both 
the deficiencies and overpayments, the District Court stated : * 


Since the income taxes and the excess profits taxes are separate and distinct 
types of taxes there appear to be no provisions of the Internal Revenue Code 
to warrant the plaintiff’s treatment of the two types as one tax for the purpose 
of computing interest. 


Another interest problem arising out of the World War II excess profits 
tax was involved in Jones v. Johnson... There, under the provisions of 


61 Jd. at 551. 

62 Blair v. Birkenstock, 271 U.S. 348 (1926). 

63 The enactment of an explicit statutory provision to this effect has been recommended 
by the American Bar Association (Section 151, Proposed Revenue Revision Act, H.R. 
4775 and H.R. 4825, 82d Cong., 1st Sess. 1951) and the American Institute of Accountants 
(Recommendation No. 36, Press Release, Oct. 27, 1952). 

64 Plaintiff's Memorandum on Cross-Motions for Summary Judgment (p. 22) in 
Babcock and Wilcox Co. case. 

65 52-2 U.S.T.C. 99434. 

86 This statement has support in Difco Laboratories, Inc. v. Comm’r, 10 T.C. 660, 667 
(1948). There the Tax Court stated: “The income tax mentioned in the notice of 
deficiency and the excess profits tax are separately imposed, so that a determination of 
deficiency in one does not support any jurisdiction . . . of an overassessment in the other.” 

87176 F.2d 693 (10th Cir. 1949). This same problem was also presented in Squire v. 
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section 710(a)(5) the taxpayer deferred payment of 33 per cent of the 
excess profits tax due for 1942 and filed an application for section 722 
relief. This application was disallowed. The deferred tax was duly paid 
with interest, and a claim for refund of the interest was filed. The tax- 
payer argued and the District Court concluded that no interest was due 
because the deficiency in excess profits tax was “attributable to the final 
determination of an application for relief” under section 722 within the 
meaning of section 292(b) of the Code. The Court of Appeals reversed. 
It held that the general rule of section 292(a), providing for interest from 
the due date of the return was applicable; since section 722 relief had not 
been granted, taxpayer was not entitled to the exception of section 292(b). 
This decision seems correct,** for otherwise the deferment under section 
710(a)(5) “would be an encouragement to taxpayers to apply for the 
maximum relief under § 722 and to take the fullest advantage possible of 
the 33% deferment provisions.” © 


OVERPAYMENTS FOR PRIOR YEARS OFFSETTING DEFICIENCIES 
FOR SUBSEQUENT YEARS 


Where overpayment for a prior year or prior years is sufficient to offset 
a deficiency for subsequent years, there is nothing owed to the Govern- 
ment at any time. Under the circumstances, it would seem that a mutual 
offset would apply so that there would be no interest due on the deficiency. 
However, the Government does not so interpret the statutory scheme. 

In New River Co. v. United “States the taxpayer owed additional 
taxes for the years 1927-1930. However, there was an overassessment 
for 1918-1921, which completely offset the later taxes in question. The 
taxpayer contended that sections 292 and 322 of the (applicable) Reve- 
nue Act of 1928 were not intended to apply in a situation like this—when 
at all times there was a balance in favor of the taxpayer. The Court of 
Claims, however, unimpressed with this argument, held for the Govern- 
ment. It reasoned that Congress, having provided for the payment of 
interest on both deficiencies and overassessments, had set up the exclusive 
basis for computation. On the path to this peculiar result, the Court at- 


Puget Sound Pulp & Timber Co., 181 F.2d 745 (9th Cir. 1950) and Abe M. Katz Co. v. 
United States, 193 F.2d 510 (5th Cir. 1951). 

68 After the denial of the section 722 claim, a “second notice” of deficiency could be 
issued for the deferred amount (even assuming an earlier assessment had been made 
for that taxable year). California Vegetable Concentrates, Inc., 10 T.C. 1158 (1948) and 
The Tribune Publishing Company, 17 T.C. No. 148 (1952). 

89 Squire v. Puget Sound Pulp & Timber Co., supra note 67, at 747. 

70 30 F.Supp. 239 (Ct. Cl. 1939). The same factual situation was presented in New 
River Co. v. Morgenthau, 105 F.2d 50 (D.C. Cir), cert. denied, 308 U.S. 577 (1939), 
where it was held that mandamus was not the proper semedy to compel payment of the 
interest. See also, S.M. 3764 A, V-1 Cum. Butt. 302 (1926). 
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tempted to distinguish two previous holdings to the contrary, one rendered 
by the Supreme Court, the other rendered by itself. 

American Propeller Co. v. United States" was sought to be distin- 
guished on the ground that in that case the plaintiff’s demand did not bear 
interest.” Plaintiff had brought suit in the Court of Claims to recover a 
balance of $144,238.03 alleged to be due on certain contracts. The Court 
found for it in the sum of $119,413.04 and on a counterclaim for taxes 
for the Government in the sum of $82,701.29. There was no statutory 
provision for interest on this claim of the plaintiff. Interest was not al- 
lowed to the Government on the tax deficiency despite the explicit provi- 
sions of the Revenue Act of 1918 which allowed interest after notice and 
demand by the Collector. With the obvious thought of mutual set-off, the 
Supreme Court said that to allow interest to the Government when it 
always had in its possession money of the taxpayer in a similar amount 
would constitute an “inequity . . . so gross as to be shocking.” ** The 
fact that the plaintiff’s claim did not bear interest was irrelevant to this 
conclusion. The holding of the Court in that situation was that mutual 
set-off overrode the explicit statutory provisions. 

In the New River Co. case the Court of Claims also attempted to dis- 
tinguish its own earlier holding in Standard Oil Company v. United States. 
It said : * 


The gist of our decision in Standard Oil Company v. United States, 5 F. 
Supp. 976, . . . was that the intent of Congress in the enactment of the 
applicable sections of the Revenue Act of 1926 “was to require a mutual set- 
off of overpayments and deficiencies and to prevent the allowance of interest 
to the taxpayer for a period during which he was indebted to the government.” 
The inference from that decision, of course, is that it was not intended, on 
the other hand, to allow the Government interest when it was indebted to the 
taxpayer. But, as we have seen, Congress in the 1928 Act took pains to prevent 
both situations from arising by allowing interest on both overpayments and 
deficiencies from the date of the accrual of the liability to the date of its 
discharge. 


However, the 1921 Act and not the 1928 Act was the first to provide 
for interest on refunds.”* The 1928 Act was the first one to use the phrase- 


71 300 U.S. 475 (1937). 

72In the Brief for Respondent in Opposition (p. 11) in New River Co. v. Morgenthau, 
105 F.2d 50 (D. C. Cir.), cert. denied, 308 U.S. 577 (1939), the Government distinguished 
the American Propeller Co. case as follows: “This Court construed the section as mak- 
ing notice and demand by the Collector, a condition which must have been complied with 
before interest might be allowed, and the disallowance of interest on the Government’s 
counterclaim in that case was based upon the ground that the finding of the Court of 
Claims, the pleadings and the opinion of the Court taken together, clearly showed that 
no demand for payment had been made by the Collector.” 

73 300 U.S. 475, 478 (1937). 

74 30 F.Supp. 239, 240 (Ct. Cl. 1939). 

75 The 1921 Act provided for interest “upon allowance of a clairh.” The 1924 and 1926 
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ology of the present section 3771(a), i.e., to speak of “overpayment” ; 
nevertheless, the scheme referred to in the New River Co. opinion was 
present in 1921 in that interest was provided by the statute on both de- 
ficiencies and refunds. It follows that the Court of Claims in the New 
River Co. case was correct only in its implicit assumption that Standard 
Oil Co. v. United States * had established a general principle of mutual 
set-off. 

We have already discussed the most recent case lending support to the 
general proposition of mutual set-off, that is, Babcock & Wilcox Co. v. 
Pedrick."* There, in spite of the explicit statutory mandate for interest on 
deficiencies and overpayments (starting at different dates), the Court, in 
effect, held that the principle of set-off should be applied. True, this case 
involved only one taxable year; nevertheless, the controlling principle is 
certainly relevant to situations where several years are involved. 


CoNCLUSION 


When Congress legislates on the relation between interest on overas- 
sessments and interest on deficiencies, it should be guided primarily by 
equitable considerations. But the administrators and the courts are under 
a different responsibility : they should adhere to the statute and respect its 
provisions. Therefore, the urging of equitable principles either on the 
part of the Government or on the part of the taxpayer in this area of the 
law will rarely be warranted. 

The confusion and conflict are now so pervasive that even a further 
pronouncement by the Supreme Court will hardly begin to resolve them. 
The provisions of the Code governing interest on deficiencies and over- 
assessments furnish striking examples of the “uncoordinated, discon- 
nected, and, to the uninitiate, unrelated patchwork state of the income tax 
statutes... .” 

In view of these factors, it seems advisable for Congress to reconsider 
the entire interest structure of the federal taxing statutes in order to attain 
some measure of clarity, equity, and certainty. 


Acts provided that interest should be allowed and paid “upon the allowance of a credit 
or refund.” The 1928 Act and subsequent Acts through the Code provide for interest 
as to “any overpayment” of tax. Neither the 1932, 1934, 1936 nor 1938 Acts make pro- 
vision for interest on overpayments of income tax and consequently the 1928 Act remains 
in effect as to all these years under section 61 of the respective Acts. 

765 F.Supp. 976 (Ct. Cl. 1934) ; 7 F.Supp. 301 (Ct. Cl. 1934), cert. denied, 293 U. S. 
599 (1934). 

77 The general principle of mutual set-off is also established in Lucas v. United States, 
45 F.2d 291 (D.C. Cir. 1930). See also dissenting opinion of Stephens, J., in New River 
Co. v. Morgenthau, supra note 70, at 53. 

7898 F.Supp. 548 (S.D.N.Y. 1951). 

79 Hutcheson, C. J., in Comm’r v. Community Public Service Co., 183 F.2d 765 (5th 
Cir. 1950). 
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The Editor’s Secret* 
EDMOND CAHN 


I 


W. grumble most of the time. There are bright editors and dull ones, 
quick editors and slow ones, enterprising, aggressive, and plodding, hack- 
neyed editors. Our roster combines an extensive gamut of temperaments 
and talents. Yet we do have at least one distinctive attribute in common. 
In any law school if the sound of persistent grumbling fills the atmosphere, 
the probabilities are very great that it emanates from the office and the 
editors of the law review. 

Among ourselves we should feel free to confess that this constant 
grumbling of ours is not by way of reaction to any specific provocation. 
The slings and arrows of outrageous authors and printers may on occa- 
sion evoke alto shrieks of pain or baritone oaths of vengeance; but these 
are only sporadic, they do not furnish the basso ostinato with which we 
carry on our work. The truth of the matter is that we grumble out of 
policy. We grumble for the same reason that fortunate men have always 
grumbled when they became fully aware of the felicity of their condition. 
In short, we grumble lest our happiness excite the envious intervention 
of the gods or, as contemporary nomenclature has it, of the deans. (By 
the bye, not only in terms of omnipotence do the deans resemble their 
Olympian predecessors. They too enjoy copious whiffs of incense and 
quaffs of nectar. They too read rather less than they should—no one ever 
pictured Zeus curled up on his couch with a good scroll. And in certain 
instances the observer who remembers Ovid’s Metamorphoses may dis- 
cern other points of resemblance. ) 

Given all that is capricious and unpredictable in the nature of the deans, 
we are wise not to let them suspect the supreme relish we find in our 
labors. May this dangerous and esoteric truth of ours never be made 
public—except, of course, in printed form, where it is unlikely to come 
to their attention. As long as our growls continue to hide the secret, 
we may safely retain our special—I daresay unique—pleasures. 

Now, in the same spirit of candor, let us further confess the mystic 


* The text of this article is an address delivered by Professor Cahn, Editor-in-Chief of 
the Tax Law Review, on February 20, 1953 to the Second National Confererice of Law 
Review Editors. 

495 











496 TAX LAW REVIEW [Vol. 8: 


reason for this enjoyment of ours. We may speak it out with considerable 
boldness, for only men of similar temperament will understand the ex- 
planation and they are bound to approve. Those who venture to disapprove 
will only demonstrate that they do not understand. Our common secret 
as editors of law reviews who rejoice in their vocation is that we are, each 
and every one of us, congenital—pedants. 


II 


There has been so much misunderstanding of the subject that I feel 
compelled to sketch a brief anatomy of pedantry. Pedantry is usually 
defined as an ostentatious display of learning and an excessive preoccupa- 
tion with matters of form. Naturally, in an age like ours when the rise 
in literacy is matched almost mathematically by the decline in learning, 
anyone who betrays a sign of cultivation is liable to the charge of pedantry. 
In the parlance of the day, a pedant is a man who can read without moving 
his lips and who can mention the names of the classic benefactors of our 
species without self-consciousness. 

I do not propose to speak of pedantry in any such Philistine sense. I use 
the term rather as William Hazlitt used it. Hazlitt said: 

Pedantry in art, in learning, in everything, is the setting an extraordinary 
value on that which we can do, and that which we understand best, and which 


it is our business to do and understand. ... [A] man, to be free from 
pedantry, must be either a coxcomb or a hypocrite.* 


One can learn a good deal about pedantry from the way it was attacked 
centuries ago, when men who went through the educational process did not 
usually emerge with their ignorance intact. Two of the most brilliant 
attacks I have come upon were written respectively by Erasmus and 
Montaigne. Their angry and caustic satires of the subject make wonder- 
fully instructive reading, because the art of satire is, as you may know, 
probably the most acute and revealing medium of self-criticism and self- 
revelation. For example, in The Praise of Folly Erasmus draws a droll 
picture of a typical pedant of his time, and in the latest edition of the 
book the editor identifies this passage as an accurate description of Eras- 
mus’ own person.* Montaigne devotes one * of his priceless Essays to the 
subject of pedantry, and following as he customarily does the examples 
of Seneca and Plutarch, he gives himself a merry time ridiculing it. Yet 


2 WitraM Hazzirtt, 2 THE Rounp Taste: A Coitection or Essays 40-1 (Edinburgh, 
1817). 

2H. H. Hudson ed. at xxxv (Princeton, 1941). In reading Erasmus’ passage as a self- 
portrait, Mr. Hudson rightly excepts the phrase “morose and unamiable to others.” 

8 Du Pédantisme in 1 Montatene, Essats 141, 1. I, c. XXV (M. Rat ed., Paris, 1948). 
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a very recent French edition * of the Essays contains precisely 2,784 foot- 
notes explaining Montaigne’s classical allusions, not including his direct 
quotations from Latin and Greek sources, which number about as many 
more. 

No one understood the beauties of pedantry better than Montaigne, who 
incidentally had practiced law for some seventeen years before he sur- 
rendered to his inclinations. No one was more fully in accord with Haz- 
litt on the subject. Both of them appreciated the superlative joy that the 
pedant derives from pure pursuit, quest, and investigation in utter disre- 
gard of the utility or success of the search. Montaigne °® tells us affec- 
tionately about the philosopher Democritus who, having eaten some figs 
that tasted of honey, started to investigate the cause of this unaccustomed 
sweetness and became furious with his chamber-maid when she told him 
not to trouble himself because the sweetness was due to the fact that she 
had placed the figs in a vessel which had previously held honey. Democ- 
ritus resentfully brushed her aside and continued his research. Plutarch 
compares this kind of studious passion to the case of a man who did not 
want his doctor to relieve his fever because he wished to retain the pleasure 
of assuaging it by drinking. This too is authentic pedantry. 

The pith of the matter is that the genuine pedant offers one of the few 
examples in our society of sincerely disinterested conduct. He is likely 
to enjoy the curious and the quaint all the more because they are patently 
useless. As he is not bent on any utilitarian achievement, he can pursue 
his investigations for their own sake. His enjoyment does not depend 
on the distant feast ; it comes to him freely while he hunts. Thus it was 
that another great pedant, Cervantes, said “The road is better than the 
inn.” 

Can you picture what English literature would be without pedantry? 
Where can one find greater pedants—Chapman, Shakespeare, Ben Jonson, 
Marlowe, Milton, Pope, Dryden, Samuel Johnson and his pedant ap- 
pendant, James Boswell, and so on to our own day when Joyce has recre- 
ated the pedantry of Rabelais and T. S. Eliot has reclaimed the poet’s 
pedantic rights. It is a delectable and precious condiment—this pedantry 
of the masters. 

Of course, we law review editors are not prepared to say, at least openly, 
that we rank with titans like these. But we too are masters of our own 
craft, and we too practice a bright, particular pedantry. Permit me to 
recapitulate it and to speak a word in its praise on your behalf. 


* Note 3 supra. 
52 id. 203, 1. II, c. XII. In our times no one matches Anatole France’s seductive invo- 
cations of “le doux pédantisme.” 
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In the first place, our pedantry displays some attractive moral qualities. 
The law review editor is called upon to dedicate his best efforts to the 
perfection of a collaborative product and of every article, comment, note, 
and book review that appears in it. He is called upon to render his services 
anonymously, to detach his name and predilections from the task, and to 
serve humbly yet with self-respect in the fruition of work which will be 
claimed and signed by others. Contenting himself with the quiet con- 
sciousness of his own contribution, which is a major one, he receives an 
invaluable discipline in the art of helping others express more effectually 
opinions and convictions with which the editor himself may, and often 
does, disagree. Like other pedants the editor derives his joy from the 
process and the pursuit. The lawyer who signs the article is at liberty to 
bask in the glory it sheds. This the editor will not begrudge, because at 
every stage of the editorial process he garners his own private gratifica- 
tions. 

In the second place, the editor’s work inevitably keeps him in the library. 
He discovers that there is a sensual delight for the finger tips in old 
morocco and vellum, and that he can have this delight without the com- 
plicated consequences he has learned to associate with touching certain 
other skins and hides. There is a joy in ancient parchment and a thrill 
in antique type faces and the browning edges of old law reports. And 
there are endless exciting digressions that call to the editor from every 
page and excursions into the unknown that invite him on every card of 
the catalogue. In the library he sits in peace under his vine and fig tree, 
agreeably aware that whenever he chooses he is free to embark on more 
glorious journeys than Ulysses ever attempted. 

In the third place, the law review editor enjoys a special pedantry in 
his stickler’s devotion to form. In that devotion, we have invented an 
important new verb, “to bluebook.” * We take a master-craftsman’s pride 
in applying our formal conventions with the utmost rigor and accuracy— 
not, of course, in any illusory hope that readers will notice” but in the 


®In our usage, an extraordinarily transitive verb, meaning: to conform (a manu- 
script) to the rules and conventions set forth in A Uniform System of Citation (8th ed. 
1949). The booklet derives its cant name from the color of its cover. 

7 Franz Rosenzweig, the religious philosopher, wrote in 1926, “I don’t know if I ever 
told you my two arch examples of the pedantry of the unnoticeable: the statutes on the 
pediment of the Parthenon, which are as magnificently treated in back as in front, and 
the choral stanzas of Bach’s Passions, especially O Haupt voll Blut und Wunden, whose 
four-part setting with each variation stranger and more beautiful than the one before 
it, was, in the only performances Bach could foresee, mercilessly drowned out by the 
church choir. Both these instances impressed me tremendously when I came across 
them, and had a determining influence on me when I began work myself.” GLATzER, 
Franz Rosenzweic: His Lire anp THoucut 154-5 (1953). 
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complete and perfect comfort of our own accomplishment. Thus we ex- 
emplify one of the supreme beauties of pedantry, for we care not even 
whether the conventions themselves make sense. It is enough for us that 
they constitute the prescribed pattern of our work. So the rules of the 
Italian sonnet must have appeared to Milton. In an era when almost 
everything about us is amorphous, loose, and slipshod, here at least we 
find the framework of an imposed and unchanging order. We fortunate 
ones can combine the joy of discovering a neat precedent in, shall we say, 
Adolphus & Ellis,* with the not inferior joy of setting it down in precise 
conformity with the “Blue Book.” Moments that bring experiences like 
these are indeed flawless. 

Who then will doubt that we law review editors are congenial citizens 
in the most serene, pleasant, and gracious republic of pendantry? We can 
well afford to compassionate the envious and the scoffers. For as Hazlitt 
said : 

The power of attaching an interest to the most trifling or painful pursuits, 
in which our whole attention and faculties are engaged, is one of the greatest 
happinesses of our nature. . . . [T]he miser deliberately starves himself to 
death ; the mathematician sets about extracting the cube-root with a feeling of 
enthusiasm ; and the lawyer sheds tears of admiration over Coke upon Littleton. 
It is the same through human life. He who is not in some measure a pedant, 
though he may be a wise, cannot be a very happy man.® 

8 The initiate recognize this as the name of a set of law reports covering decisions 


handed down by the Kings Bench and Queens Bench (1834-40). 
® Hazlitt, op. cit. supra note 1, at 27-28. 
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Book Review 


TAXATION AND THE AMERICAN 
Economy. By WILLIAM H. ANDER- 
son. New York: Prentice-Hall, Inc., 
1951. Pp. xxi, 598. $8. 


A full-scale book on American tax- 
ation is an event. Professor Anderson 
of the University of Southern Cali- 
fornia has given us one founded on 
practice of the law as well as academic 
training. 

Part I discusses the general field of 
public finance, the constitutional law 
of taxation, justice in taxation, the in- 
cidence of taxation, and tax adminis- 
tration. Parts II-VI examine proper- 
ty taxation, personal income taxation, 
death taxation, business taxation, and 
consumption taxation (including high- 
way user taxes). The plan of each of 
these parts is illustrated by the treat- 
ment of personal income taxation. It 
is divided into chapters, The Econom- 
ics of Income Taxation, Income Tax 
Accounting and Administration, The 
Taxation of Special Types of Income, 
and Income Tax Problems and Re- 
forms. 

Part VII discusses taxation of nat- 
ural resources, social security taxa- 
tion, poll taxes, and non-tax receipts 
other than borrowing. The final block 
of chapters discuss taxation’s econom- 
ic effects and its use in controlling in- 
flation and depression. 

The book testifies to wide-ranging 
command of the literature. It incor- 
porates materials which were very re- 
cent when it went to press, although 
the latest figure given on the relative 


importance of property taxes is for 
1941. As the text points out, the pro- 
portion is now “much lower.” * 

The author has taken exceptional 
pains to make clear the structure of 
his thinking. Each chapter begins 
with an introductory “overview” and 
closes with a summary of the conclu- 
sions. Another device to improve com- 
munication is a fairly liberal use of 
diagrams. These vary greatly in clar- 
ity of analysis and utility to the reader. 
Unqualifiedly useful is the list of 
Sources of Tax Inforination. 

The book maintains a high standard 
of accuracy and consistency, although 
it occasionally nods. Under the rubric 
of a “few concrete effects” of prop- 
erty taxation it says:? “Tax capitali- 
zation has had the tendency to depress 
real estate values, and thus it has dis- 
couraged investment in them.” Surely 
the tendency of capitalization is to 
equalize returns from land with those 
from investments not reached by prop- 
erty taxes, hence to encourage invest- 
ment in land. Also, the book mis- 
takenly suggests* that the tariff of 
1894 was for revenue only. President 
Cleveland denounced that law because 
it continued strongly protectionist. 
The income tax section was added be- 
cause Congress believed that protec- 
tive tariffs contributed to excessive 
profits, while at the same time the re- 
stored duty on sugar would be regres- 


1P, 114. 
2P. 131. 
3P. 175. 
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sive. The South and West demanded 
that the financial and industrial North 
and East pay larger taxes. 

The author’s purpose is a “three- 
way analysis : economic, legal, and ad- 
ministrative.”* He thus proposes to 
exclude political analysis. He contin- 
ues, “Taxation is so highly legal and 
institutional . . . that to discuss it in 
the abstract is unrealistic and fruit- 
less.” In saying this, he is mistakenly 
equating institutions with the law. He 
has other institutions in the back of 
his mind.> But he overestimates the 
agreement on economic questions in 
taxation * and underestimates the need 
for analysis of institutional factors 
other than law, such as custom; re- 
gional, industrial, and income-group 
interests; changes in the economy ; 
and changes in the ways we look at 
economic questions. 

Connected with this weakness is in- 
sufficient attention to the evolution of 
the economy and the impact on tax- 
ation of such changes as the develop- 
ment of a mercantile and industrial 
society, the wide application of the 
corporation device, and the growth of 
intangible property. Thus, the history 
of property taxation is discussed par- 
enthetically in connection with partic- 
ular aspects of the subject. The history 
of federal income taxation contains 
only a cryptic reference to discontent 
over unequal distribution of income 
and none to the conviction that tariffs 
contributed to excessive profits, 

The author has not solved the re- 
fractory problem of expounding shift- 
ing and incidence. He divides his 
treatment between an introductory 


4P. xix. 
5 See pp. 68-69, 158, 382-383, 548. 
6 See pp. 69, 109, 189. 
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discussion of theories through the neo- 
classical phase and a closer discussion 
in connection with each main type of 
tax. The general discussion is abstract 
and has to be modified and corrected 
in the later discussions, which take 
into account recent observations and 
thinking. Thus he says * that, accord- 
ing to the most widely accepted theory, 
under pure competition a business “net 
income tax cannot be shifted.” Yet 
later he concludes,’ after restating the 
traditional theory, that it is a mistake 
“to say that corporate net income 
taxes are seldom shifted.” 

The discussion of administration 
would be enriched by general com- 
ments on the effects of high rates on 
compliance. The connection is stated 
as to several individual taxes but is 
not recognized as a significant general 
problem. Many readers would also 
welcome a connected survey of ad- 
ministrative costs. The cost of collect- 
ing corporate net income taxes is re- 
ported lower than that of collecting 
individual net income taxes ® and cost 
ratios for state retail sales taxes are 
reported as less than two per cent un- 
der good administration but four to 
five per cent in some states.*° Ad- 
mittedly, figures in this field are 
sketchy, but the reader would like 
such data as are available on the range 
of costs for different types of taxes. 

The discussion of property taxes 
would be strengthened by such materi- 
als as a land value map and depth 
table. The treatment of the problem 
of coordinating personal and corpora- 
tion income taxes is disappointingly 


7P. 86. 

8 P, 307. 

° Pp, 300-301. 
10 P, 413. 
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brief, so much so as to posit the “dou- 
ble taxation of corporately earned 
profits” ** without the caveat that cor- 
porate income taxes may be shifted. 

Intergovernmental relations and fis- 
cal coordination are discussed only 
piecemeal in connection with other 
topics. The discussion of fiscal policy 
makes a tardy distinction between the 
automatic action of various taxes and 
explicit changes in rates. In a second 
edition topics like these merit more 
attention. The chapter on non-tax re- 
ceipts might well be omitted to provide 
part of the necessary space. 


11 P, 334. 
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The time has long since passed 
when all of American taxation could 
be compressed into one book. No 
author can satisfy all readers in his 
selection and organization of materi- 
als. Professor Anderson might have 
elected to make his book less ency- 
clopedic and more a fresh restate- 
ment, if not a reconstruction, of cen- 
tral concepts in taxation. But we have 
to thank him for a highly useful sur- 
vey of this vast territory. 

—RicuHarp A, Grrarp * 


* Associate Professor of Economics, New 
York University. 
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